^    '4lE  BANKRUPTCY  REFORM  ACT 


•  f         >  y 


^v 


-^^Kj^ij- 


HEARINGS 

BEFOKE  THE 

SUBCOMMITTEE  ON 
IMPROVEMENTS  IN  JUDICIAL  MACHINERY 

OF  THE 

COMMITTEE  ON  THE  JUDICIARY 

UNITED  STATES  SENATE 

NIXETY-FOUKTH  CONGRESS 

FIRST  SESSION 
ON 

S.  235  and  S.  236 


PART  1 


FEBRUARY  19,  20;  MARCH  12,  13;  APRIL  16,  17,  24,  1975 


Printed  for  the  use  of  the  Committee  on  the  Judiciarv 


U.S.  GOVERNMENT  PRINTING  OFFICE 
50-338  WASHINGTON   :   1975 

I'or  sale  by  the  8ui)printeii<lfnt  of  Docimient.s.   T'.S.   Govorninent  Printiiis  Office 
Washington,  D.C.,  20402  -  Price  %?.M\ 

FRANKLIN  PIERCE  LAW  CENTER 

Concord,  New   Hampshire   03301 


.V 


ON  DEPOSIT    AUG  8  -  1975 


^     ^HE  BANKRUPTCY  REFORM  ACT 


i'i^'j^\]' 


HEARINGS 

BEFORE  THE 

SUBCOMMITTEE  ON 
iMPKOVEMENTS  IN  JUDICIAL  MACHINERY 

OF  THE 

COMMITTEE  ON  THE  JUDICIARY 

UNITED  STATES  SENATE 

XIXETY-FOUKTII  CONGRESS 

FIRST  SESSION 
ON 

S.  235  and  S.  236 


PART  1 


FEBRUARY  19,  20;  MARCH  12,  13;  APRIL  16,  17,  24,  1975 


Printed  for  the  use  of  the  Committee  on  the  Judiciary 


;^ 


U.S.  GOVERNMENT  PRINTING  OFFICE 
50-338  WASHINGTON  :   1975 

l"<ir  sale  bv  the  SiiiitM'intpiKlcnt  of  Documents.  U.S.   Government  Printins  Office 
W:ishin.ston.  D.C.,  20402  -  Price  .^^.'^.Od 

FRANKLIN  PIERCE  LAW  CENTER 

Concord,  New   Hampshire   03301 


ON  DEPOSIT  Aue  8  -  1975 


Boston  P»ib!!c  Library 
Boston,  MA  02116 


COMMITTEE    OX  THE   JIDICIAKY 

JAMES  O.  EASTLAND,  Missisippi,  Chairman 

JOHN  L.  McCLELLAN,  Arkansas  ROMAN  L.  HRUSKA,  Nebraska 

PHILIP  A.  HART,  Michigan  HIRAM  L.  FONG.  Hawaii 

EDWARD  M.  KENNEDY,  Massachusetts  HUGH  SCOTT,  Pennsylvania 

BIRCH  BAYTH.  Indiana  STROM  THURMOND,  South  Carolina 

QUENTIN  N.  BURDICK,  North  Daliota  CHARLES  McC.  MATHIAS,  Jr.,  Maryland 

ROBERT  C.  BYKD.  West  Virginia  WILLIAM  L.   SCOTT,  Virginia 
JOHN  V.   TUNNEY,   California 
JAMES  ABOUREZK,   South   Dakota 


Subcommittee  on   Improvements  in   Judicial  Machinery 

QUENTIN  N.  BURDICK,  North  Dakota,  Chairman 

JOHN  L.  McCLELLAN,  Arkansas  ROMAN  L.  HRUSKA,  Nebraska 

PHILIP  A.  HART,  Miehi^au  HUGH  SCOTT,  Pennsylvania 

JAMES  ABOUREZK,   South  Dakota  WILLIAM  L.   SCOTT,  Virginia 

William  P.  Westpiial,  Chief  Counsel 

Thomas  L.  Bdrgdm,  Deputy  Connnel 

Robert  E.  Feidler,  Research  Director 

(11) 


vii  J        '^m 


<r;  b\' 


"'  \ 


\ 


CONTENTS 


"Wednesday,  February  19,  1975 

Page 
Marsh,  Harold,  cliairman  of  the  Commission  on  Bankruptcy  Laws  of  the 

United  States 3 

Kenned j%   J^ranlv,   executive  director  of  the  Commission  on  Bankruptcy 

La\vs  of  the  United  States 22 

Seligson.  Charles,  member  of  the  Commission  on  Bankruptcy  Laws  of  the 

United  States 28 

Thursday,  February  20,  1975 

Cyr,  Conrad  K..  bankruptcy  judge  from  Bangor,  Maine ;  Lee,  Joe,  bank- 
ruptcy judge,  F^astern  District  of  Kentucky ;  Drake,  Homer,  bankruptcy 
judge,  Northern  District  of  Georgia  ;  all  of  whom  represent  the  National 
Conference  of  Bankruptcy  Judges 44 

Wednesday,  March  12,  1975 

Vauglian,  Walter  W..  appearing  as  chairman  of  the  American  Bankers  As- 
sociation and  the  Consumer  Bankers  Association  Task  Forces  on  Bank- 
ruptcy; accomjianied  by  Patrick  A.  Murphy,  member.  American  Bankers 
Association  Task  Force  on  Bankruptcy  ;  and  James  N.  Rice,  meraber, 
Consumer  Bankers  Association  Task  Force  on  Bankruptcy 124 

Wiese,  Alvin  O..  appearing  as  chairuian  of  the  Subcommittee  on  Bank- 
ruptcy of  the  Law  Forum  of  the  National  Consumer  Finance  Association  ; 
accompanied  by  Robert  B.  Norris,  general  counsel  of  the  National  Con- 
sumer Finance  Association ;  accom]ianied  by  Robert  B.  Norris,  general 
counsel  of  the  National  Consumer  Finance  Association 139 

THUTtsDAY,  March  13,  1975 

Twinem,  Linn  K.,  special  counsel  of  the  Beneficial  Finance  System;  accom- 
panied  by  Benjamin  Zelenko,  attorney 185 

Steinba(h.   Sheldon,  assistant  director  of  governmental  relations  of  the 

American  Council  on  Education 215 

Wednesday,  April  16,  1975 

6ibson,  Robert  E.,  president.  National  Foundation  for  Consumer  Credit : 
accompanied  by  Dr.  Ruth  Harris,  professor,  Virginia  Polytechnical 
Institute 

Thursday,  April  17, 1975 

Zimny,  Max,  general  counsel  of  the  International  Ladies'  Garment  Workers 

Union  — '- 255 

Gibbs,  Jeffrey,  counsel,  industrial  union  department,  AFL-CIO ;  he  also 
presented  the  statement  of  Eliot  Bredhoff,  general  counsel  of  the  indus- 
trial union  department.  AFL-CIO 268 

Leifer,  Elihu.  counsel.  Building  and  Construction  Trades  Department, 
AFL-CIO ;  he  also  presented  the  statement  of  Robert  A.  Georgine,  presi- 
dent, building  and  cf.nstruction  trades  department,  AFL-CIO 279 

Osv.-a!d.    Rudulf.    research    director,     Service    Employees    International 

Union    - — - — "^^ 

Lawson.  A.  E..  assistant  general  counsel  on  behalf  of  United  Steelworkers 

of  America,  AFL-CIO 287 

(III) 


223 


IV 

TlIUKSDAY,    Al'i;il.    L'J,    I'.IT.". 


Ml 


Hesse.  Kichnnl  A.,  coiisultJiiu  (o  the  Xiifioiuil  Consumer  Law  Center,  Inc. ; 
accompanied  by  Ernest  Sarason,  stall  attorney  of  the  Xational  Con- 
sumer Law  Center 305 

ALl'HABETICAL     LISTLXC 

Cyr.  Conrad  K.,  'oankruiitcy  jud},'e  from  Bangor,  Maine;  member,  National 

Conference  of  r>aid<i-ui»t<-y  Judges 44 

Drake,  Htuuer,  bankruptcy  judge,  Xortbern  District  of  Georgia;  memlier, 

National  Conference  of  Bankruptcy  Judges 107 

Gibhs,  Jeffrey,  counsel,  industrial  union  department,  AFL-CIO 2()8 

Gibson.  Robert  E.,  president,  Xational  Koandation  for  Consumer  Credit '22^ 

Ilesse.  Richard  A.,  consultant  to  the  Xal  ional  Consumer  Law  Center,  Inc. 305 

Harris,  Rutli,  professor,  \'irginia  I'olytechnical  Institute 242 

Kennedy,   Fraidc.  executive  director  of  the  Commission  on  Bankruptcy 

Laws  of  the  I'nited  States „         22 

Lawson.  A.  E.,  assistant  general  counsel.  United  Steelworlvers  Union  of 

America.  AFL  ("lO 2!»1 

Lee,  Joe,  bankruptcy  judge.  Eastern  District  of  Kentucky,  member.  Na- 
tional Conference  of  Banki'uptcy  Judges 101 

Leifer,    Elihu,    counsel,    building    and    construction    trades    department, 

AFL-(^IO   270 

Marsh.  Harold,  chairman  of  the  Commission  on  Bankruptcy  Laws  of  the 

United  States ." 3 

Murphy,  I'atrick,  member,  American  Bankers  Association  Task  Force  on 

Baukrnptc.y 124 

X()j]-is,     Kolurt     J'..,     general     counsel.     National     Consumer     Finance 

Association 17." 

Oswald,    Rudolf,     research    director.     Service    Employees    International 

Union 285 

Seligson,  Charles,  member.  Commission  on  Bankruptcy  Laws  of  the  United 

States    28 

Steinbach,   Sheldon,  assistant  director  of  governmental  relations  of  the 

American  Council  on  Education 21."i 

Twinem,  Linn  K.,  special  counsel,  Beneticial  Finance  System 185 

Yaughan,  Walter  W.,  chairman  of  the  American  Baidvcrs  Associatitm  and 

the  Consumer  Bankers  Association  Task  Forces  on  liankruptc.v 2-4 

Wiese,  Alvin  O.,  chairman  of  the  Subconnnittee  on  Bankruptcy  of  the  Law 

Forum  of  the  National  Consumer  Finance  Association 18!t 

Zelenko.  Benjamin  L.,  attorney 201 

Zimny,  Max,  general  counsel  of  the  International  Ladies'  Garment  Workers 

Union    255 


S.  235  and  S.  236 
THE  BANKRUPTCY  REFORM  ACT 


WEDNESDAY,  FEBRUARY  19,  1975 

U.S.   Senate. 
Subcommitti:e  ox  iMruovEMEXTS  IN"  JuniciAL  INIaciiixery 

OF   TITE    CoiSIlMJTTEE   OX   THE   JlTDIGIARY, 

Washingfon,  P.O. 

Tlie  subcommittoe  met,  pursuant  to  recess,  at  10:3  5  a.m.  in  room 
2-2-2S,  Russell  Senate  Office  Bnildino-.  Senator  Quentin  N.  Burdick 
(chairman  of  the  subcommittee)  presiding. 

l^ivsent:  Senator  Hnrdick. 

Also  present:  Thomas  L.  Bnroum,  deputy  counsel;  Robert  E.  Feid- 
ler,  research  director-counsel ;  Kathrvn  M.  Coulter,  chief  clerk. 

Senator  Burdick.  Today  we  l)ea'in  hearino-s  on  S.  2?>0,  the  purpose 
of  which  is  to  revise  and  reform  title  IT  of  the  T'nited  States  Code. 

The  bill  that  is  being  considered  today  is  the  end  j>i'oduct  of  more 
than  2  years  of  Avork  by  the  Commission  on  liankruptcy  Laws  of  the 
Ignited  States.  The  Connnission  held  21  working  meetings  lasting  a 
total  of  44  days.  Public  hearings  were  conducted  in  Washington,  New 
York,  Chicago,  and  Los  Angeles.  It  gatliered  information  from  private 
and  governn^iental  oi-ganizatious  which  were  especially  concerned  with 
bankruptcy.  In  addition  to  the:=e  eti'orts,  the  Commission  staff,  which 
numbered  some  27  persons,  engaged  in  legal  and  pi'actical  studies 
supplemented  by  extensive  research  conducted  I)}'  several  private 
contractors. 

The  Bankru])tcy  Commission  was  created  by  act  of  Congress  on 
Jidy  24,  1970.  P>oth  the  Senate  and  the  ITouse  Judiciary  Committees 
conducted  hearings  on  the  pro]:)osal  for  a  commission  on  bankruptcy 
laws  and  tlieir  administration.  TJie  testimony,  written  and  oral,  given 
at  the  hearings  was  unaniuious  that  tliese  laws  needed  to  be  overiiauled. 
It  was  also  clear  that  sentiment  favored  the  establishment  of  a  com- 
mission to  study  necessary  reform  of  the  operation  of  the  present  law 
and  to  formulate  recommendations  for  change. 

It  is  essential  that  needed  change  in  the  bankruptcy  law  be  imple- 
mented as  soon  as  possil)le.  Many  of  our  citizens  are  touched  by  bank- 
ruptcy and  its  consequences.  Over  the  last  quarter  century,  in  good 
times  as  well  as  bad,  Americans  have  been  going  bankrupt  in  greatly 
increasing  ninnbers.  One  citize]i  in  five  lias  been  involv(>d  in  a  bank- 
ruptcy proceeding  either  as  a  creditor  or  a  debtor  or  he  is  acquainted 
with  someone  who  has  become  bankrui)t  Each  year  nearly  $2  billion 
in  debts  are  canceled  in  the  biiukru))tcy  courts.  It  is  a  rare  business- 
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man  who  has  never  known  a  bankrupt  amon^  his  associates,  his  sup- 
])lierp.  or  his  customers.  Xo  one  would  ariiue  tJiat  p]-esent  economic 
conditions  indicate  a  substantial  increase  in  the  number  of  bankruptcies 
during  the  next  few  years. 

In  these  opening  liearings,  we  will  review  the  major  changes  sug- 
gested by  the  Bankruptcy  Commission  Avith  ])articular  emphasis  given 
to  the  consumer  debtor.  Subsequent  heariiigs  will  consider  other  major 
aspects  of  the  proposed  Commission  bill,  S.  2o6,  and  of  the  proposals 
contained  in  S.  235  which  is  sponsored  by  the  National  Conference  of 
Bankruptcy  Judges. 

As  cJiairman  of  the  subcommittee.  I  wish  to  express  my  deep  grati- 
tude for  the  excellent  work  of  the  Connni-^sion  on  Bankruptcy  Laws 
of  the  United  States  in  preparing  the  legislation  now  embodied  in  S. 
236  and  in  the  accompanying  report.  Tliis  project  on  the  revision  of 
the  bankruptcy  laws  is  certainly  the  most  important  study  conducted 
in  this  century. 

Before  calling  our  first  witness,  let  me  say  a  word  al)out  the  subse- 
quent lieariuqs  scJieduled.  Tomorrow  tlie  hearings  will  explore  the 
provisions  of  S.  235  as  the  bill  relates  to  consuiner  bankruptcy.  On 
March  12  and  13,  we  have  set  hearings  to  liear  witnesses  who  Avill  have 
ditTerent  views  on  the  legal  aspects  of  consumer  bankruptcy.  We  Vvdll 
later  scliedule  hearings  on  each  of  the  other  major  areas  covered  by 
this  bill  and  S.  235,  at  which  time  those  proposals  will  be  explored  in 
detail. 

As  both  S.  235  and  S.  236  are  approximately  250  to  300  pages  in 
lenffth,  they  v^-ill  not  be  incorporated  in  tJie  hearing  record  except  by 
i-eference,  in  oi'der  to  avoid  the  excessive  costs  in  reprinting  these 
documents. 

Our  witnesses  today  are  three  men  who  served  with  the  Commission 
on  tl\e  Bankruptcy  Laws  of  the  ILiited  States.  That  there  is  a  pro- 
posed act  is  in  part  due  to  ihe  monumental  efforts  of  Prof.  Frank 
Kenuedv,  Chairman  Harold  Marsh,  and  Prof.  Chai-les  Seligson. 

Harold  Marsh  is  an  attorney  with  a  distinguished  Los  Ans'eles  law 
firm.  He  is  a  former  professor  of  law  at  the  University  of  California 
in  Los  Angeles,  coeditor  of  widely  used  casebooks  in  the  securities 
and  debtoi'-creditor  fields,  member  of  the  editorial  board  which  revised 
article  0  of  the  Uniform  Commercial  Code,  and  served  as  the  invaluable 
and  tir^dess  Chairman  of  the  Commission  on  the  Bankruptcy  'La.^xs  of 
the  United  States. 

Charles  Seligson  is  known  as  the  dean  of  bankruptcy  bar  in  New 
York  City.  Pie  is  of  counsel  to  a  distinguished  Xew  York  law  firm,  pro- 
fessor of  law  emeritus  at  NeAv  York  University,  coauthor  of  several 
volumes  of  Collier  on  Bankruptcy',  and  a  valuable  member  of  the 
Commission  on  Bankruptcy  Laws  of  the  United  States. 

Franlc  Kennedy  is  a  professor  of  law  at  the  University  of  TVlicliigan. 
He  served  as  i-eporter  for  the  Advisory  Committee  on  Bankru))tcy 
Kules  of  the  Judicial  Conference,  is  coauthor  of  two  volumes  of  Col- 
lier on  Bankruptcy,  a  member  of  the  Executive  Committee  of  the 
Bankruptcy  Conference,  and  served  with  distinction  as  staff  director 
of  the  Commission  on  Bankruptcy  Laws  of  the  United  States. 

All  of  these  gentlemen  have  written  and  spoken  widely  in  their  re- 
spective areas  of  the  law.  It  is  a  pleasure  to  Avelcome  you,  gentlemen, 
before  this  subcommittee. 
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How  do  you  wish  to  proceed,  ii-eiitlomen  ?  Yonr  prepared  remarks 
will  now  be'made  a  part  of  the  record.  I  will  recognize  you,  IMr.  Marsh, 
and  we  will  go  from  there. 

Pkepaked  Statement  of  the  Commissiox 

THE   establishment   OF   THE   COMMISSION 

The  Commission  on  Bankruptcy  Laws  of  the  United  States  was  created  by  net 
of  Congress  oji  July  24.  1970.'  Thirty-three  days  earlier,  on  June  21,  1970,  the 
Penn  Central  Railroad  had  filed  a  petition  under  section  77  of  the  Bankruptcy 
Act.2  While  the  Penn  Cevtral  case  is  the  biggest  ever  filed  in  a  court  of  bank- 
ruptcy and  has  dramatized  the  inadequacies  of  section  77,  the  chronological 
sequence  of  the  Penn  Central  petition  and  the  Congressional  action  in  estab- 
lishing the  Commission  Avas  no  more  than  coincidental. 

Four  "whereas"  clauses  of  the  enacting  resolution  recite  the  following  con- 
siderations by  way  of  indicating  the  reasons  impelling  Congress  to  establish  the 
■Commission : 

"Whereas  the  number  of  bankruptcies  in  the  United  States  has  increased  more 
than  l.OOO  per  centum  annually  in  the  last  twenty  years  ;  and 

"^Vliereas  more  than  one-fourth  of  the  referees  in  bankruptcy  have  problems 
ari.^iug  in  their  administration  of  the  existing  Bankruptcy  Act  and  have  made 
suggestions  for  substantial  improvement  in  that  Act :  and 

"Whereas  the  technical  a.spects  of  the  Bankruptcy  Act  are  interwoven  with  the 
rapid  expansion  of  credit  v.hich  has  reached  proportions  far  beyond  anything 
previously  experienced  by  the  citizens  of  the  United  States  ;  and 

"Whereas  there  appears  to  be  little  experience  or  understanding  by  the  Fed- 
<>ral  Government  and  the  commercial  community  of  the  Nation  in  evaluating 
the  need  to  update  the  technical  aspects  of  the  Bankruptcy  Act  and  tlie  financial 
policies  pursued  by  the  Federal  Government  and  the  commercial  community.  .  .  ." 

Both  the  Senate  and  the  Plouse  Judiciary  Committees  conducted  hearings  on 
the  proposal  for  a  commission  on  the  bankruptcy  laws  and  their  admizustration.-^ 
The  testimony,  written  and  oral,  given  at  the  hearings  vras  unanimous  that  these 
laws  need  to  be  overhauled  and  that  the  sensible  way  to  go  about  determining  and 
accomplishing  necessary  reform  would  be  to  set  up  a  commission  to  study  the 
operation  of  the  laws  and  to  fonnulate  recommendations  for  change.  The 
primacy  of  the  concern  of  the  sponsors  of  the  legislation  creating  the  Commis- 
sion for  the  problems  associated  with  consumer  bankruptcy  is  suggested  by  the 
first  "whereas"  clause  quoted  above  and  by  a  content  analysis  of  the  testimony 
of  the  witnesses  at  the  hearings  on  the  joint  resolution  proposing  the  Commission. 
Indeed,  the  hearings  on  the  House  side  for  the  proposal  to  set  up  a  commission 
were  held  in  conjunction  with  hearings  on  proposed  amendments  of  the  discharge 
provisions  of  the  Bankruptcy  Act  to  deal  wiih  one  of  the  persistent  problems 
of  consumer  bankruiitcy. 

The  charge  to  the  Commission  was  nonetheless  general : 

"The  Commission  shall  study,  analyze,  evaluate  and  recommend  changes  to 
the  [Bankruptcy]  Act  .  .  .  in  order  for  such  Act  to  reflect  and  adequately  meet 
the  demands  of  present  technical,  financial,  and  commercial  activities.  The  Com- 
inis.sion's  study,  analysis,  and  evaluation  shall  include  a  consideration  of  the 
basic  philosophy  of  bankruptcy,  the  causes  of  bankruptcy,  the  possible  alterna- 
tives to  the  present  system  of  bankruptcy  administration,  the  applicability  of 
advanced  management  techniques  to  achieve  economies  in  the  administration  of 
the  Act,  and  all  other  matters  which  the  Commission  shall  deem  relevant." 

The  Judicial  Conference  had  opposed  provisions  appearing  in  earlier  versions 
of  the  bill  that  would  have  restricted  the  appointing  authorities  in  their  choice 
of  members  for  the  Commission.  As  finally  enacted,  the  joint  resolution  author- 
ized three  members,  including  the  chairman,  to  be  appointed  by  the  President  and 
two  members  each  to  be  appointed  by  the  President  of  the  Senate,  the  Speaker 


^  S-i  Stat.  4fi8.  The  legislative  history  of  the  resolution  creating  the  Conimi.ssion  is  set 
forth  in  Sph.  Rep.  No.  91-24  91.st  Cong.,  1st  Sess.  (1969),  and  H.R.  Kep.  No.  91-927,  91st 
Cong..  2d  Sess.    (1970). 

2  See  In  re  Penn  Central  Transp.  Co.,  ?,25  P  Supp.  294,  207  (E.D.Pa.). 

^Hearinss  on  S.J.  Res.  100  Beforo  the  Snbcomni.  on  Bankrautov  of  the  Senate  Comm. 
on  the  .JiKliciarv,  90th  Coni:..  2d  Sess.  (1968)  :  Hearin;rs  on  S..T.  Res.  SS  and  TI.R.  nnr^o 
and  H.R.  122.5  Before  Subcomm.  No.  4  of  the  House  Comm.  on  the  Judiciary,  91st  Coug., 
1st  Sess.  (1969). 


of  the  House,  and  the  Chief  Justice  of  the  United  States,  without  .specification  of 
qualifications  for  appointment  other  than  that  the  two  members  chosen  from 
each  of  the  two  Houses  of  Congress  sliould  include  one  from  each  of  the  two 
major  political  parties. 

Senator  Quentiu  Burdick  of  North  Dakota,  who  had  introduced  the  joint 
resolution  to  create  the  Commission  in  successiA-e  Congresses,  and  Senator 
Marlow  Cook  of  Kentucky  were  promptly  appointed  by  Vice  President  Agnew, 
and  Congressmen  Byron  Rogers  of  Colorado  and  Charles  Wiggins  of  California 
were  named  by  House  Speaker  Albert.  All  four  were  members  of  the  Judiciary 
Connnittees  of  their  respective  houses,  through  which  must  pass  bankruptcy 
legislation  enacted  by  Congress.  When  Congressman  Rogers  failed  of  renoniina- 
tion  in  the  1970  primary  election,  however,  Speaker  Albert  named  to  the  Com- 
mission the  next  ranking  Democratic  member  of  Subcommittee  No.  4  of  the 
Hou--'e  Judiciary  Committee.  Representative  Don  Edwards  of  California.  In 
December  of  1970,  the  President  announced  the  appointment  of  Harold  JNIarsh. 
Jr.,  a  member  of  the  Los  Angeles  bar  and  former  member  of  the  law  faculty 
of  the  University  of  California  in  Los  Angeles  as  cliairman  of  the  Commi'^sion. 
The  other  presidential  appointments  included  .J.  Wilson  Newman  of  .Short  Hills, 
New  Jersey,  and  Charles  Seligson  of  New  York  City.  Commissioner  Newman  is 
chairman  of  the  finance  committee  of  Dun  &  Bradstreet,  Inc..  and  was  formerly 
its  president,  chairman,  and  chief  executive.  Commissioner  Seligson  is  a  member 
of  the  New  York  City  bar.  professor  of  law  at  New  Y'ork  University,  and  cliair- 
man of  the  National  Bankruptcy  Conference.  The  members  of  the  Commission 
appointed  b.v  the  Chief  Justice  were  United  States  District  Judges  Edward 
Weinfeld  of  the  Southern  District  of  New  York  and  Hubert  Will  of  the  Northern 
District  of  Illinois,  both  of  whom  had  served  on  the  Committee  on  Bankruptcy 
Administration  of  the  Judicial  Conference  of  the  United  States. 

THE    WORK    OF    THE    COMMISSION 

The  appointment  process  was  not  completed,  however,  until  ^.lay  of  1971.  ten 
months  after  the  commencement  of  the  original  two  years  of  the  Commission's 
life.  The  Act  of  July  24,  1970,  re(iuired  its  report  to  be  submitted  to  the  President, 
the  Congress,  and  the  Chief  Justice  of  the  United  States  by  July  24.  1972. 
Although  the  act  creating  the  Commission  authorized  an  appropriation  of  $600,000 
for  the  study,  the  amount  actually  made  available  in  the  initial  appropriation 
finally  approved  on  was  .$400,000.*  The  first  meeting  of  the  Commission  was  lield 
in  March  1971,  before  its  last  member  was  appointed.  An  executive  director  for 
the  staff  was  designated  at  that  meeting,  and  the  Commission's  oflice  was  opened 
on  June  1,  1971.  In  view  of  the  limited  funds  provided  for  the  study  by  Congress 
the  Presidential  appointees  from  private  life  waived  the  per  diem  compensation 
authorized  by  the  Act  to  be  paid  them  while  engaged  in  the  actual  performance 
of  their  duties  as  Commissioners. 

The  Commission  held  22  meetings  lasting  for  an  a£rgre.gate  of  45  days.  In 
addition  it  held  four  jmblic  hearings  in  Washington,  New  York.  Chicago,  and 
Los  Angeles  over  periods  totaling  eight  days. 

The  Commission  and  its  staff  concluded  early  in  their  deliberations  that  more 
time  was  needed  for  the  studies  and  the  preparation  of  the  report  contemplated 
by  Congress  than  was  permitted  by  the  deadline  of  July  24.  1972.  After  hearin,gs. 
an  extension,  with  an  authorization  of  funds  for  the  period  of  the  extension, 
to  June  30,  1973,  was  approved  on  Ivlarch  17.  1972.® 

The  Commission  determined  in  the  course  of  discussions  durijig  the  first  year 
that  its  report  should  include  a  draft  of  a  proposed  new  Bankruptcy  Act,  which 
would  embody  in  statutory  langauge  the  recommendations  for  change  agreed 
on  l)y  the  members.  The  draft  was  seen  as  the  most  appropriate  focus  for  testi- 
mony of  witnesses  at  Congressional  hearings  to  be  held  on  the  Commission's 
Report.  The  necessity  for  thinking  through  proposals  in  terms  f»f  statutory  lan- 
guage that  would  articulate  the  Commission's  policy  determinations  in  an  inte- 
grated, intelligible,  and  administrable  Act  imposed  a  discipline  in  the  preparation 
of  the  Report  that  will  surely  facilitate  public  discussion  and  ultimate  disposition 
by  the  Congress  of  the  Commission's  recommendations.  As  anyone  with  experience 
in  the  legi.slative  process  knows,  many  issues  of  fundamental  importance  in  the 
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consideration  of  proposals  for  change  in  the  laws  do  not  surface  until  a  serious 
effort  is  made  to  reduce  the  proposals  to  the  draft  of  a  bill. 

The  Commission  staff  included  from  three  professional  members  during  most  of 
its  first  year  to  as  many  as  nine  during  a  brief  period  near  the  end  of  its  two 
years  of  work.  The  Commission  made  extensive  use,  however,  of  the  research 
and  drafting  competence  of  legal  scholars  and  legal  counsel  pursuant  to  con- 
tractual arrangements.  The  Commission  was  also  greatly  jissisted  by  the  reports 
and  data  submitted  by  interested  groups,  including  particularly  the  National 
Bankruptcy  Conference,  the  National  Conference  of  Referees  in  Bankruptcy,  the 
National  Association  of  Credit  Management,  and  the  Consumer  Bankruptcy 
Committee  of  the  American  Bar  Association's  Section  on  Corporation,  Banking 
and  Business  Law. 

^yhen  it  became  apparent  in  the  spring  of  1973  that  the  process  of  editing, 
proofreading,  and  printing  the  Commission's  Report  might  extend  beyond  .June  30, 
1973.  a  nionth's  extension  for  its  submission  was  requested  and  granted.''  Part  I 
of  the  Report  was  submitted  in  typewritten  form  on  July  31,  1973,  and  Part  II 
in  the  form  of  corrected  galley  proofs  was  submitted  one  week  later.  Printed 
copies  of  both  Parts  I  and  II  have  now  been  delivered  to  the  offices  of  this 
subcommittee.  In  the  meantime  the  Commission's  proposal  for  a  new  Bankruptcy 
Act  has  been  introduced  as  H.R.  10792  by  Congressmen  Edwards  and  Wiggins  and 
as  S.  2565  by  Senators  Burdick  and  Cook. 

THE     commission's    KEFOKT 

The  report  of  the  Commission  consists  of  three  parts — Part  I  consisting  of  12 
chapters  of  text,  which  discuss  the  causes  and  philosophy  of  bankruptcy,  the 
problems  under  the  present  Bankruptcy  Act  which  require  solutions,  and  the 
Commission's  recommendations  for  reform ;  Part  II,  which  consists  of  a  draft 
of  a  statute  of  over  200  sections,  together  with  explanatory  notes  that  elaborate 
the  purposes  and  intended  effects  of  the  proposed  legislation  ;  and  Part  III. 
which  includes  selected  papers  prepared  for  the  Commission's  study.  I  may 
observe  generally  that  the  proposed  Bankruptcy  Act  of  1973,  as  we  have  designated 
it,  will  consist  of  ten  chapters  of  somewhat  over  200  sections  and  is  intended  to 
replace  the  present  Bankruptcy  Act,  which  has  13  chapters  and  somewhat  over 
600  sections. 

I>-STITUTIO?rAL  STRTJCTURE  OF  BANKRUPTCY  ADMINISTRxVTION 

The  present  Bankruptcy  Act  is  administered  by  courts  of  bankruptcy,  which 
are  United  States  district  courts.  However,  most  of  the  burclen  is  carried  by 
referees  in  bankruptcy,  who  are  regarded  as  arms  or  branches  or  agents  of  the 
United  States  district  courts  for  the  purposes  of  handling  bankruptcy  matters. 
The  referees  are  appointed  by  the  district  judges  and  serve  for  six  years  each, 
although  these  terms  are  renewable.  The  referees  perform  both  judicial  and 
administrative  functions  under  the  Act.  In  addition,  many  of  the  administrative 
functions  in  bankruptcy  are  handled  by  receivers,  who  are  ordinarily  appointed  by 
the  referees,  and  by  trustees,  who  are  sometimes  elected  by  the  creditors  but  more 
often  appointed  by  the  referees  in  bankruptcy  or,  in  corporate  reorganization 
cases  and  railroad  reorganizations,  by  the  district  judges.  All  receivers  and 
most  trustees  are  appointed  only  for  particular  cases,  although  iji  some  parts  of 
the  country  there  are  what  are  known  as  professional  trustees  in  bankruptcy, 
who  serve  in  many  cases  and  who  make  their  principal  livelihood  from  serving  as 
trustees. 

There  are  defects  in  the  system,  as  the  Commission  believes.  In  the  first  place, 
referees  are  engaged  in  incompatible  duties  when  they  both  supervise  administra- 
tion of  estates  in  the  bankruptcy  courts  and  perform  the  judicial  functions  of 
deciding  disputes  between  litigants,  including  the  trustee  whom  thpy  appoint  and 
super^i'^e.  The  referee's  involvement  in  administration  compromises  his  judicial 
independence  or  at  least  the  appearance  of  such  independence.  ^Moreover,  in- 
volvement in  administration  is  a  drain  and  a  bad  use  of  judicial  manpower.  The 
Commission  believes  that  the  answer  to  that  prol)lem  is  the  separation  of  judicial 
from  administi'ative  functions.  The  judicial  function  should  lie  performed  by 
liankrnptcy  judges  free  from  responsibility  for  handling  administrative  details 
and  elevated  in  stature  so  as  to  command  the  respect  of  the  litigants  who  appear 
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before  thoin,  Iiolh  those  Avho  are  adversaries  of  the  trustees  ixnd  the  trustees  in 
bankruptcy.  The  Commission  recommejids  the  creation  of  separate  independent 
bankruptcy  courts  staffed  by  banla-uptcy  judges  appointed  by  the  President  witli 
the  consent  of  tlie  Senate  for  15  year  terms.  The  decisions  of  the  bankruptcy 
courts  would  be  appealable  to  the  United  States  district  courts,  subject  to 
further  review  by  the  United  States  courts  of  appeal  and  the  United  States 
Supreme  Court. 

The  jurisdiction  of  the  bankruptcy  courts  would  extend  to  all  disputed  matters 
arising  in  the  course  of  a  bankruptcy  or  reorsanization  case.  The  dichotomy  be- 
tween sunnnary  and  plenary  jurisdiction,  which  lias  been  productive  of  endless 
and  pointless  litigation,  woTild  disappear.  All  actions  to  which  a  trustee  is  a 
party  will  lie  in  the  bankruptcy  court.  Possession  of  the  property  of  the  estate 
by  some  one  other  than  the  barikrupt — even  custody  b.v  some  other  court — will 
not  be  a  limitation  on  the  bankruptcy  court's  jurisdiction.  This  allocation  of 
judicial  responsibility  .should  pei-mit  expeditious  disposition  of  litigation  arising 
out  of  bankruptcy  and  reorganization  cases  and  should  terminate  the  game 
playing  that  goes  on  now  in  connection  with  the  choice  of  forums  for  various 
categories  of  controversies  and  proceedings  under  the  Bankruptcy  Act. 

Administi'ativo  functions  should  be  carried  out  l\v  an  administrative  agency 
of  nationwide  scope,  v.liich  the  Commission  has  designated  as  the  United  States 
Bankruptcy  Administration.  It  is  believed  that  most  cases  involving  consumers 
will  be  handled  from  beginning  to  end  l»y  the  Bankruptcy  Administration.  These 
cases  presently  comprise  over  90%  of  the  2(K).000  or  so  cases  filed  in  the  bank- 
ruptcy system  each  year.  I  may  say  parentheticall.v  b.ere  that  the  Commission 
does  not  foresee  any  substantial  increase  or  decrease  in  the  number  of  filings  of 
bankruptcy  cases  as  a  result  of  its  reconnnendarions. 

The  United  States  Bankruptcy  Administratit»n  proposed  to  be  created  l^y  tb.e 
Commission  on  Bankruptcy  Laws  is  aji  executive  agency — i.e.,  an  agency  in  tlio 
Executive  Department — created  by  Congress.  The  Bankruptcy  Administration 
is  autliorized  to  be  created  by  §  3-301,  the  first  section  of  Chapter  III  of  the  Act. 
The  chief  executive  officer  is  the  administrator,  appointed  by  the  President  for 
seven  years  with  the  advice  and  consent  of  the  Senate.  His  salary  would  be 
§40,000  per  annujn,  the  same  as  that  of  the  Director  of  SBA  and  as  that  proposed 
for  a  bankruptcy  judge.  The  deputy  administrator  and  regional  administrators 
would  be  con'.pensated  at  rates  of  $30,000  and  $36,000  per  annum.  The  number 
and  location  of  the  regional  administrators  are  not  j)rescribed  in  the  Act,  since 
the  Commission  did  not  think  it  or  Congress  should  undertake  to  fix  those  mattei"S 
by  statute. 

The  Connnission  debated  at  length  whether  there  should  be  an  advisory  board 
for  the  administrator  and  finally  by  a  divided  vote  tui-ned  the  idea  down  as  an 
idea  to  be  implemented  in  the  Act.  The  Commission  concluded  that  the  adminis- 
trator could  and  perhaps  should,  without  statutory  prescription  therefore,  ap- 
point an  advisory  board  of  representatives  of  debtors,  creditors,  and  the  general 
public  to  act  as  a  sounding  board. 

The  administrator's  staff  will  in  the  main  be  a  permanent  corps  of  civil 
service  or  career  emplojees — including  attorneys,  accountants,  social  workers, 
appraisers,  auctioneers,  clerks,  etc.  The  administrator  is  authorized  to  contract 
also  for  specilized  services  where  it  will  be  more  practical  to  ol>tain  them  in  that 
way.  Its  offices  will  be  located  whei-e  they  are  needed.  It  is  anticipated  that  they 
will  be  at  least  as  numerous  and  convenient  as  bankruptcy  offices  now  are. 

The  Bankruptcy  Administration  is  given  duties  and  functions  and  powers  b.v 
Part  2  of  Chapter  III.  Generally  he  is  assigned  the  administrative — i.e.,  the  non- 
judicial— functions  of  bankruptcy  judges  under  the  present  Act.  For  example 
the  administrator  sends  notices,  examines  the  debtor,  allows  claims,  and  grants 
discharges  when  there  is  no  contest.  Some  important  administiative  functions 
in  reorganization  cases,  however,  are  reserved  to  the  bankruptcy  judge — e.cr., 
final  approval  of  the  appointment  of  a  receiver  or  disinterested  trustee,  additional 
committees  of  creditors,  a  committee  of  equity  security  holders,  changes  in  com- 
mittee appointments,  etc.  These  functions  are  assigned  to  the  administrator,  as 
functions  are  given  by  statute  to  the  Secretary  of  the  Treasury  or  Interior, 
although  he  cannot  persojially  perform  most  of  them.  The  administrator  will 
delegate  duties  and  responsibilities,  as  the  Secretary  of  an  executive  department 
does,  in  accordance  with  soinid  principles  of  management  and  in  the  light  of  ex- 
perience. There  is  no  provision  for,  and  it  is  not  contemplated  that  there  will  be, 
any  administrative  appeals  or  any  administrative  hearings.  If  the  administrator 


acting  thronsh  bis  agents  makes  a  determination  or  takes  an  action  that  any 
party  in  interest  objects  to,  he  can  take  the  matter  to  court. 

The  nresent  system  of  bankruptcy  is  supposed  to  be  self-supporting.  The  theory 
is  that  fees  paid"  by  petitioners  and  charges  against  the  estates  and  persons  served 
by  tlie  system  are  to  defray  the  costs  of  its  operation.  The  system,  however,  is 
going  bankrupt,  a  deficit  having  been  incurred  for  each  of  the  last  six  or  seven 
years.  The  referees'  salaries  and  expenses  as  a  result  have  had  to  be  paid  for  in 
part  by  appropriated  funds  from  the  Treasury.  It  is  the  Commission's  recom- 
juendation  that  the  bankruptcy  judges,  who  will  be  performing  essentially 
judicial  functions,  should  be  supported  as  other  judges  in  our  system  are  sup- 
ported— by  public  revenues.  Tlie  Commission  believes,  however,  that  the  number 
of  bankruptcy  judges  will  be  substantially  fewer  than  the  number  of  referees 
in  bankruptcy  now  serving.  There  are  now  something  like  220  referees,  including 
30  or  so  part-time  referees.  The  Commission  believes  that  the  number  of  bank- 
ruptcy judges  required  should  be  no  more  than  one-third  of  that  number. 

The  United  States  Bankruptcy  Administration  would  take  over  not  only  the 
administrative  functions  now  performed  by  referees  but  also  most  of  the  func- 
tions now  performed  by  receivers  and  trustees.  As  previously  indicated,  these 
officers  collect  assets,  reduce  them  to  cash,  and  distribute  the  proceeds  to  creditors 
and  perform  other  ministerial  functions  subject  to  court  supervision.  The  Com- 
mission's proposal  contemplates  a  permanent  stafC  of  qualified  people  located  in 
offices  scattered  throughout  the  United  States  at  places  where  they  can  best  carry 
out  their  functions  and  subject  to  managerial  control  that  will  insure  efficiency 
and  uniformity  of  action.  The  option  would  be  reserved  to  creditors  to  elect  a 
trustee,  however,  if  a  majority  of  creditors  who  vote  on  this  matter  in  response  to 
the  first  notice  to  creditors  and  who  constitute  holders  of  at  least  35%  in  amount 
of  all  claims  vote  for  the  holding  of  a  meeting  to  elect  a  trustee.  At  such  a  meeting 
of  creditors  holding  at  least  35%  in  amount  of  all  claims,  a  majority  of  the 
creditors  voting  may  elect  a  trustee.  If  not  displaced  by  an  elected  trustee,  the 
administrator  would  thus  combine  the  receiver's,  the  trustee's,  and  the  referee's 
administrative  functions,  but  if  any  dispute  arises  or  if  any  creditor  or  the  debtor 
or  other  party  in  interest  wishes  to  contest  action  taken  by  the  administrator,  he 
may  take  the  matter  by  complaint  to  the  bankruptcy  court.  The  premise  of  this 
recounnendation  regarding  the  displacement  of  appointed  and  elected  trustees  is 
that  there  is  now  a  great  deal  of  inefficiency  in  the  system;  worse,  there  is  in 
many  locales  operation  of  the  system  for  the  apparent  benefit  of  its  functionaries 
rather  than  the  debtor  and  creditors  who  are  supposed  to  be  served  by  it.  There  i.s 
a  great  deal  of  maneuvering  and  competition  by  solicitors  for  proxies  to  control 
the  selection  of  trustees  in  business  bankruptcies.  Under  the  system  as  it  now 
operates,  a  holder  of  a  few  proxies,  not  infrequently  a  lawyer,  will  elect  the 
trustee,  who  will  typically  name  the  holder  of  the  proxies  to  be  his  attorney.  In  a 
subsequent  case  the  holder  of  the  proxies  that  were  voted  for  the  trustee  in  the 
earlier  case  will  himself  be  elected  trustee  by  the  holder  of  multiple  proxies,  and 
he  will  then  name  as  his  attorney  the  person  selected  as  trustee  in  the  previous 
case  who  now  holds  the  proxies  that  elected  the  trustee  in  the  subsequent  case. 
The  repetition  of  this  phenomenon  in  a  number  of  cities  has  given  rise  to  a  wide- 
spread belief  among  lawyers  not  engaged  in  bankruptcy  practice  and  in  the  com- 
nrercial  community  at  large  that  the  system  is  manipulated  and  operated  for 
the  benefit  of  the  lawyers,  auctioneers,  appraisers,  and  other  members  of  a 
"bankruptcy  ring."  The  Commission  believes  that  the  establishment  of  an  ad- 
ministrative agency  subject  to  managerial  and  auditing  and  accoimting  controls 
will  achieve  efficiency,  economy,  uniformity,  and  integrity  of  administration. 

The  administrator  also  has  some  functions  not  heretofore  performed  in  the 
bankruptcy  system.  He  counsels  or  assists  debtors  who  have  a  regular  income 
and  who  are  required  to  file  an  open-ended  petition.  The  counseling  consists  in 
informing  the  debtor  what  his  options  are  under  the  Act.  Finally,  the  adminis- 
trator prescribes  schedules  of  fees  and  charges  and  rules  of  administrative 
procedure. 

ADMINISTRATION   OF   CONSUMERS*   AFFAIRS 

The  resolution  creating  the  Commission  pointed  out  that  the  number  of  bank- 
ruptcies in  the  United  States  has  incrensed  more  than  1.000%  annually  in  the 
last  20  years.  This  increase  has  been  largely  in  the  number  of  consumer  bank- 
ruptciesi  which  grew  from  8,oG6  in  1946  to  a  peak  of  191,729  in  1967,  as  the 
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amount  of  persona)  deJ>t  outstanding  climbed  from  $31.4  billion  to  .$338.2  billion  in 
the  same  span  of  years.  Cousniners  can  opt  for  straij^ht  bankruptcy — that  is,  for 
discliarge  from  their  dischargeable  debts  without  distribution  of  dividends  to  cred- 
itors bfcaaise  their  estates  are  t.vi)ieally  insufficient  to  provirle  more  tiian  nominal 
assets  ;  or  they  may  clioose  to  pay  their  debts  pursuant  to  a  wage-earner  plan  under 
Chapter  XIII,  tyjtically  over  a  three-year  period.  Wage-earner  plans,  however, 
have  been  popular  in  more  than  a  dozen  or  so  districts,  whereas  such  plans  are 
little  used  in  many  districts.  Ch;ipter  XIII  docs  not  work  everywhere  for  a  num- 
ber of  reasons.  Keferees  and  lawyers  and  members  of  the  credit  community  differ 
over  its  virtues  and  disadvantages.  An  extension.  v>hich  calls  for  100%  payment, 
frequently  imposes  hardship  on  the  debtor  and  his  family,  and  the  mortality  of 
extension  plans  is  high.  A  composition,  i.e..  payment  of  a  jiortion  of  the  deJtts 
out  of  earnings  pursuant  to  a  plan,  is  authorized  by  Cbajiter  XIII,  but  this  option 
is  not  widely  used  because  the  contirnied  f-ompo'^ition  is  a  bar  to  further  i-elief 
under  the  Bankruptcy  Act  for  six  years,  and  creditors'  consent  may  be  witbhekl 
from  such  a  plan.  Moreover,  secured  creditors  frequently  veto  Chapter  XIII 
plans  which  do  not  provide  for  prompt  and  full  payment  even  though  such  cred- 
itors frequently  are  not  fully  secured  Isecause  of  depreciation  of  their  collateral. 

The  Commission  has  sought  to  improve  the  attractivene.^^s  and  utility  of  plans 
for  payment  by  consumer  debtors  out  of  future  eariungs.  An  important  rec(Mn- 
mendation  in  this  direction  is  that  the  administrator  provide  for  counseling  of 
all  consumer  debtors  with  regular  income  so  that  they  may  be  fully  inforni<^>d 
as  to  their  options  under  the  Act.  The  Commission  has  reason  to  beiieve  that 
consumer  debtors  frequently  are  not  fully  informed  about  these  options.  The 
liar  to  future  relief  under  the  Act  that  now  results  from  the  confirmation  of  a 
composition  would  be  eliminated,  and  creditors'  consents  would  no  longer  be  re- 
quired for  a  plan  of  extension  or  composition  under  tlie  proposed  Act.  Secured 
creditors  v/ould  not  be  able  to  veto  a  plan  but  would  be  al)le  to  insist  on  full 
protection  of  their  rights  as  measured  by  value  of  their  collat:eral. 

After  counseling,  a  debtor  would  retain  his  freedom  of  choice  as  to  the  mode 
of  relief  obtainat)le  under  the  Act.  If  he  chooses  straight  bankruptcy,  he  would 
be  able  to  claim  liis  exemptions  and  seek  a  discharge  if  he  has  l)een  guilty  of 
no  act  barring  a  discharge.  A  significant  reform  proposed  by  the  Commission  re- 
specting exemptions  is  to  eliminate  the  enormous  diversity  in  allow^ance  of 
exemptions  that  results  from  the  present  defei-ence  by  the  Bankruptcy  Act  to 
state  exemption  laws.  The  Cfunmission  proposes  a  uniform  national  exempticm 
law  for  debtors  nnd(>r  the  Act  so  that  it  would  make  no  difference  whetb.cr  the 
debtor  filed  in  Texas,  where  exemptions  are  exceedingly  generous,  or  in  New 
England,  where  they  are  skimpy. 

The  federal  exemption  law  is  proposed  in  §  4-.103.  Every  individual  debtor 
would  get  a  $5,000  homestead  with  an  additional  .$."tOO  allowed  for  each  de- 
pendent. In  valuing  exemptions  the  equity  above  liens  is  all  that  is  counted.  If  a 
debtor  has  no  homestead  or  one  worth  less  than  the  allowable  maximum,  he  can 
fill  out  his  homestead  allowance,  so  to  speak,  by  clain)ing  personal  property  of 
certain  categories  and  wliat  some  have  called  the  perm.Mnent  homestead  in  the 
form  of  a  burial  plot.  In  addition  to  a  homestead  or  an  .allowance  in  lieu  thereof, 
every  individual  debtor  would  be  able  to  claim  as  exempt  (1)  an  aggregate  of 
.$1000  worth  of  livestock,  wearing  apparel,  .iewelry,  household  furnishings,  tools 
of  the  trade  or  profession,  and  motor  vehicles;  (2)  a  burial  plot  of  ,$2.50(t :  (3) 
cash  or  its  equivalent  of  .$")00  (including  a  tax  refund)  :  (4)  alimony  and  sujtport ; 
(5)  life  insurance  proceeds  or  benefits  derived  from  insurance  on  the  life  of  a 
spou.se  or  provide;  (6)  retirement  benefits  under  a  plan  qualified  pursuant  to 
Internal  Revenue  Code  §401  (a)  or  established  by  statute  and  limited  to  what  is 
reasonably  necessary  for  support;  (7)  disability  In-nefits ;  (S)  personal  injury 
or  unemjdoyment  lu'uefits-  (9)  health  aids:  and  (10)  cash  surrender  valut^  in 
insurance  up  to  $iri00.  If  the  debtor  dies,  a  family  allowance  of  up  to  .$1000  per 
person  is  recognized  in  §  4-.503(e). 

Discharges  are  obtained  in  over  9S%  of  the  cases  involving  individual  debtors 
uiido]'  the  present  Act.  The  law  .governing  discharge  is  not  radically  changed. 
Only  individuals  will  be  discharged.  Grounds  for  denyin.g  discharge  are  spelled  out 
in  S  4-505(a).  They  have  been  reduced  in  number  from  eight  to  seven.  The  seven 
clauses  of  the  relevant  subdivision  may  be  summarized  as  follows  : 

(1)  covers  fraud  and  dishonesty  respecting  iiroperiy  of  the  debtor  now 
found  in  three  of  tiie  defined  bankrui)tcy  crimes  and  in  §  14c (4)  of  tlu'  ]ues- 
ent  Act ; 
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(2)  covers  dishonesty  in  keeping  records  and  documents,  now  constituting 
one  of  the  bankruptcy  crimes  and  also  dealt  with  in  Jj  14c (2)  of  the  present 

(3)  covers  misconduct  in  the  case,  like  making  false  claims,  and  covers 
ft'ur  of  the  bankruptcy  crimes ; 

(4)  carries  forward  the  failure  to  explain  satisfactorily  the  debtor's  losses, 
now  found  in  §  14c (7)  ; 

(0)  covers  the  ground  of  present  §  14c (6)  by  including  disobedience  to  a 
lawful  order  of  the  court,  and  refusal  to  answer  a  question  of  the  administra- 
tor or  court  alter  given  immunity  pursuant  to  an  order  of  the  court  under 

M-310; 

(6)  deals  with  the  case  where  any  conduct  coming  wiihm  clauses  (l)-(5) 
was  committed  by  the  debtor  as  an  officer,  director,  or  e(iuity  security  holder 
of  a  corporate  or  partnership  del)tor ; 

(7)  reduces  the  six-year  bar  of  §  14c (.5)  to  five  years  and  authorizes  dis- 
charge to  be  given  within  the  five-year  period  if  withholding  the  discharge 
imposes  undue  hardship  and  the  debtor's  inability  to  pay  debts  is  due  tp 
causes  not  reasonably  within  his  control. 

Two  grounds  for  objecting  to  a  discharge  now  in  the  Act  disappear:  (1)  the 
provision  in  §  14c (3)  in  regard  to  obtaining  money  or  property  by  using  a  false 
financial  statement  and  (2)  the  provision  in  §14c(8)  regarding  failure  to  pay 
liliii?**  1'ggs 

A^problem  dealt  with  by  Congress  as  recently  as  1970  has  involved  the  use  of 
the  false  financial  statement,  given  by  a  borrower  to  a  lender  at  the  time  of  ob- 
taining a  loan,  as  a  basis  for  denying  a  discharge  or  as  a  basis  for  an  exception 
to  a  discharge  to  such  a  debtor.  The  falsity  consists  typically  in  the  failure  of 
the  debtor  to  list  all  of  his  debts  on  the  application  for  credit.  It  has  been  alleged 
and  believed  by  many  that  the  principal  function  of  a  false  financial  statement 
is  to  provide  the  lender  wirh  a  weapon  or  lever  to  enforce  collection  after  a  dis- 
charge, typically  by  obtaining  a  default  judgment,  or  to  coerce  reaffirmation  oi"  a 
discharged  debt.  Congress  in  1970  sought  to  deal  with  this  problem  by  requiring  a 
creditor  who  wishes  to  avail  himself  of  this  exception  from  the  effort  of  a  dis- 
charge to  apply  for  a  determination  of  dischargeability  by  the  baukn.ptcy  court 
itself  within  strict  time  limits.  The  Comnussion  believes  that  the  objectives  of  the 
legislation  have  not  been  fully  achieved.  Default  judgments  may  likewise  be  ob- 
tained in  the  bankruptcy  court,  but  wliat  appears  to  have  happened  much  more 
often  is  that  a  creditor's  proceeding  to  obtain  a  determination  of  the  issue  involv- 
ing the  false-financial-statement  exception  is  settled  by  a  reaffirmation  of  the 
debtor's  obligation  in  whole  or  part.  To  effectuate  the  relief  intended  to  be  given 
a  debtor  by  a  discharge  in  bankruptcy,  the  Commission  recommends  that  the 
discharge  extinguish  dischargeable  debts  so  that  they  cannot  be  reaffirmed,  and 
that  a  false  financial  statement  should  no  longer  be  available  as  a  ground  for  an 
exception  from  a  disehai'ge  as  to  any  consumer  debtor.  J'or  a  business  delator,  the 
use  of  a  false  financial  statement  ^vould  continue  to  lie  the  basis  for  an  exception 
of  the  debt  from  the  effect  of  a  discharge. 

Ten  exceptions  fronx  dischargeability  are  recognized  in  §  4-50G,  an  increase  by 
two  over  the  number  in  the  present  Act.  Briefiy,  the  debts  excepted  are : 

(1)  taxes  that  are  entitled  to  priority  under  §4— 105(a)  (5)  (and  they  are 
generally  entitled  to  priority  only  if  they  relate  to  a  one-year  period  before 
bankruptcy) ,  or  as  to  whicli  the  debtor  has  made  a  false  or  fraudulent  return 
or  wilfully  attempted  to  evade  the  tax ; 

(2)  any  debt  other  than  a  consumer  debt  for  obtaining  money  or  property 
or  services  by  fraud,  false  pretenses,  false  representations,  or  use  of  a  false 
financial  statement ; 

(3)  any  debt  incurred  within  90  days  before  the  petition  without  the  in- 
tent to  pay  and  in  contemplation  of  I'ankruptcy ; 

(4)  the  debt  of  any  omitted  creditor  who  did  not  learn  of  the  case  in  time 
to  file  ; 

(5)  any  liability  for  embezzlement  or  larceny; 

(6)  any  liability  for  alimony,  suppoi-t,  or  maintenance: 

(7)  any  liability  for  willful  and  malicious  injury  ; 

(S)  any  educational  debt  if  the  first  installment  has  not  been  due  for  at 
least  five  years  and  there  is  no  showing  that  payment  ^vill  impose  an  undue 
hardship ; 

(9)  any  fine  payable  to  a  government;  and 
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(10)  any  debt  denied  discharge  in  an  earlier  case  unless  the  reason  was 
the  five-  or  six-year  bar,  or  nonpayment  of  fees  under  the  prior  Act.  A  debt 
of  an  omitted  creditor  or  an  educational  debt  excepted  from  one  discharge 
may  later  be  discharged. 
The  third  and  eightli  exceptions  are  new. 

As  under  present  law,  the  banlcruptcy  court  is  given  jurisdiction  to  determine 
dischargeability  though  an  action  pending  at  the  time  of  bankruptcy  may  be 
permitted  to  continue.  Rules  of  Bankruptcy  Procedure  may  require  that  a 
creditor  who  wants  to  rely  on  an  exception  to  discharge  file  his  application  for 
determination  of  dischargeability  within  a  prescribed  time  limit  except  claims 
for  taxes,  alimony  and  support,  and  omitted  creditors'  claims. 

The  most  pronounced  change  respecting  discharge  is  the  provision  making  a 
discharge  effective  as  an  extinguishment  of  the  debt  so  that  no  default  judgment 
can  be  obtained  on  a  discharged  debt.  That  probably  is  the  effect  of  present  law 
under  §  14f.  Section  4—507  also  makes  any  reaflSrmation  of  a  discharged  debt  un- 
enforceable, and  the  discharged  debt  is  rendered  unavailable  for  the  purpose  of 
setoff. 

BUSINESS  BANKRUPTCIES 

Business  bankruptcies  are  typically  asset  bankruptcies,  When  the  business  is 
ov.-ned  by  a  corporation,  the  discharge  is  unimportant,  and  the  Commission 
recommends  that  no  discharge  be  given  to  any  corporation  or  any  partnership. 
Involuntary  petitions,  i.e.,  petitions  by  creditors,  are  filed  against  debtors,  of 
course,  only  when  there  is  a  reasonable  prospect  for  some  distribution  to  creditors, 
but  the  Commission  is  impressed  by  testimony  that  both  voluntary  and  invol- 
Tintary  petitions  in  business  cases  are  postponed  too  long.  The  result  is  that 
assets  are  dissipated  and  the  debtor  has  become  hopelessly  insolvent  before  ad- 
ministration is  commenced.  One  reason  involuntary  proceedings  are  dehiyed  is 
tlie  difficulty  creditors  have  in  finding  and  proving  an  act  of  bankruptcy,  which, 
the  present  law  requires  to  be  shown  as  a  basis  for  an  involuntary  adjudication 
of  a  debtor  as  bankrupt.  An  act  of  bankruptcy  is  typically  a  fraudulent  transfer 
or  preferential  transfer  by  the  debtor,  and  usually  proof  of  insolvency  is  required 
as  of  the  date  of  the  commission  of  the  act  of  bankruptcy.  Insolvency  is  a 
deficiency  of  assets  to  pay  liabilities,  but  it  is  frequently  a  matter  difiicult  to 
prove. 

A  case  is  commenced  under  the  proposed  Act  as  now  by  filing  a  petition,  but 
it  is  to  be  filed  with  the  administrator  at  an  office  to  be  designated  by  the  admin- 
istrator's rules.  Section  4-202 (b)  requires  the  office  to  be  reasonably  accessible 
to  the  debtor  for  the  filing  of  a  vohmtary  petition,  and  §  4-207 (b)  requires  the 
office  to  be  reasonably  accessible  to  the  debtor  and  the  petitioner  for  the  filing 
of  an  invohmtary  petition. 

The  term  "adjudication"  is  dispensed  with,  and  instead  the  admini.strator  di- 
rects relief  on  a  voluntary  petition  in  accordance  with  the  petitioner's  request 
if  the  iJetitioner  is  a  business  debtor.  If  the  petitioner  is  a  creditor  seeking  relief 
against  a  debtor,  the  petition  is  referred  forthwith  to  a  bankruptcy  court  for 
processing  and  trial  of  contested  issues  (.see  §  4-207 (c)).  The  court  to  which 
reference  is  to  be  made  is  prescribed  by  §  2-203(a),  which  follows  the  Bankruptcy 
liules  (116,  782,  10-114,  11-13,  and  1-S-llO).''  AVith  respect  to  partnerships,  the 
hybrid  petition  by  a  petitioner  against  an  in.solvent  partnership  is  prescribed  in 
§'4_206(a),  and  the  provision  for  bankrui)tcy  of  a  partnership  when  all  of  the 
partners  are  in  bankruptcy  is  carried  forward  in  §  4-206(b). 

A  creditor's  petition  for  bankruptcy  may  be  filed  by  one  or  more  creditors 
with  a  claim  of  $2500  (see  §  4^205 (a) ).  If  no  one  petitioner  has  !S2.">00  in  claims, 
then  tv.'O  or  more  with  claims  aggregating  that  much  must  join  in.  If  a  petitioner 
wants  relief  under  Chapter  YII.  then  the  petitioner's  claim  must  aggregate 
$10,000  (see  §':i-205(b)).  It  is  not  contemplated  that  any  involuntary  petition 
can  be  filed  under  Chapter  VI,  providing  for  payment  out  of  postpetition  income 
of  an  individual. 

A  significant  reform  under  §  4-205 (c)  is  the  abolition  of  acts  of  bankruptcy. 
The  petitioning  creditor  need  allege  only  general  inability  to  pay  debts  as  they 
mature  or  general  cessation  of  payments.  If,  however,  within  the  last  three 


■^  The  rpfeioripe  lipre  is  to  the  Rules  of  Bnnkriintcy  Procedure,  drafted  by  the  Advisory 
Committee  on  Bnnliniptpv  TJnles  of  the  .Tiidicial  Conference  of  the  United  .^.tates  pursuant 
to  2S  T'  S  C  S  §  •'^•'^1  -ind  207.1.  Rule^  11(5,  T.S2.  and  i:T-110  heenme  effectivp  on  Oct.  1, 
197.3.  Pee  ITouse'Doc.  Xo.  9.-;-S7.  n.3d  Con^..  1st  Sess.  n97.".).  Rules  10-114  and  11-13  have 
been  published  to  the  bench  and  bar  but  have  not  yot  been  transmitted  to  Congress. 
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months,  the  debtor  has  made  a  general  assignment  for  the  benefit  of  creditors 
or  a  trustee,  receiver,  or  agent  has  been  appointed  to  liquidate  or  rehabilitate 
the  debtor  or  has  taken  possession  of  substantially  all  the  debtor's  property,  an 
involuntary  petition  can  be  tiled  without  allegation  or  proof  of  inability  to  pay  or 
cessation  to  pay.  The  three-month  limit  does  not  apply  if  the  petitioning  creditor 
wants  reorganization. 

The  objective  here  is  acceleration  of  involuntary  proceedings.  Creditors  do 
not  need  to  look  around  for  an  act  of  bankruptcy  or  to  worry  about  proving 
insolvency.  The  Commission  was  concerned,  however,  lest  it  make  involuntary 
bankruptcy  too  easy  or  premature.  Accordingly  it  has  introduced  in  §  4-208  the 
idea  of  a  preliminary  hearing  to  determine  whether  the  relief  sought  is  in  the 
best  interests  of  the  debtor  und  his  creditors.  This  hearing  is  to  give  the  debtor 
an  opportunity  to  stop  an  improvident  petition  at  the  thre.shold — a  kind  of  hear- 
ing analogous  to  that  required  by  tiniadach  v.  Family  Finance  Co?  (or  Fuentcs 
v.  Shevin)^  before  seizure  and  to  that  provided  by  FRCP  65(a)  in  regard  to  a 
temporary  restraining  order  or  termination  of  an  automatic  stay  under  Bank- 
ruptcy Rule  401  or  601.^"  if  dismissal  is  not  ordered,  the  trial  on  the  merits  will 
proceed  in  the  bankruptcy  court.  It  is  to  be  remembered  that  the  only  issue  is 
typically  whether  the  debtor  has  quit  paying  his  debts  or  is  unable  to  pay  them 
generally.  No  jury  trial  is  provided  for. 

The  automatic  stay  provided  by  Bankruptcy  Rules  401  and  601  is  the  model 
for  a  proposed  automatic  stay  provided  by  §  4— ,")01.  However,  the  proposed  auto- 
matic stay  stops  everything — i.e.,  (a)  every  lawsuit  against  the  debtor  (except 
one  brought  against  a  trustee,  receiver,  or  debtor  operating  a  business)  or  affect- 
ing his  property,  or  (b)  the  enforcement  of  any  judgment  except  one  for  alimony 
or  support,  or  (c)  any  act  to  create  or  enforce  any  lien.  The  stay  continues 
throughout  the  proceeding  unless  the  court  notifies  or  terminates  the  stay  or  the 
property  affected  by  a  stayed  suit  or  act  passes  from  the  reach  of  the  trustee's 
title  and  control  by  virtue  of  sale  or  abandonment.  The  court  may  terminate  the 
stay  if  it  will  not  prejudice  administration  of  the  estate  or  the  debtor's  interest 
in  enjoying  his  discharge  or  exemptions,  or  if  the  stay  is  resulting  in  irreparable 
injury  to  the  complainant,  or  the  trustee,  debtor,  or  administrator  consents. 

The  assets  of  the  estate  are  more  generally  defined  under  the  proposed  law, 
with  less  deference  to  the  intricacies  and  diversites  of  state  lavv'  found  in  the 
present  Act.  I  mentioned  before  that  the  proposed  Act  will  not  recognize  state 
exemption ;  likewise,  there  will  be  no  deference  to  the  varieties  of  martial  inter- 
ests under  state  law,  estates  by  the  entirety,  dower,  curtesy,  and  the  like.  More- 
over, all  future  interests  will  be  subject  to  administration  unless  a  sale  of  such 
an  interest  would  result  in  a  sacrifice  sale.  Spendthrift  thrusts  would  be  rec- 
ognized only  to  the  extent  the  income  would  be  necessary  for  the  support  of 
the  debtor  and  his  dependents.  There  has  been  some  revision  of  the  trustee's 
rights  of  recovery  and  avoidance.  The  most  significant  change  perhaps  here  is 
the  grant  of  jurisdiction  to  the  bankruptcy  courts  over  causes  of  action  against 
the  debtors  of  the  estate  and  transferees  of  the  debtor's  property.  Under  present 
law  it  is  typically  necessary  for  the  trustee  to  sue  such  defendants  in  the  state 
court  or  the  federal  district  court.  The  law  of  preferences  v.'ould  be  changed 
by  reducing  the  period  of  vulnerability  of  preferential  payments  and  transfers 
from  four  mouths  to  three  months  but  making  preferences  to  insiders  vulnerable 
for  a  year ;  presuming  insolvenc.v  of  the  debtor  during  the  three  months  before 
bankruptcy ;  making  only  payments  and  transfers  of  more  than  $1000  voidable ; 
eliminating  the  requirement  that  the  preferred  creditor  have  reasonable  cause 
to  believe  the  debtor  was  insolvent  at  the  time  of  the  preferential  payment;  and 
reconciling  the  Bankruptcy  Act  and  Uniform  Commercial  Code  by  validating 
a  securit.v  interest  in  shifting  accounts  receivable  and  iuTentory  during  the 
three-month  period  preceding  bankruptcy  so  long  as  the  secured  creditor  did 
not  improve  his  postion. 

Liquidations  are  governed  by  Chapter  V,  but  many  provisions  of  Chapter  IV 
also  apply,  since  the  Commission  included  in  this  omnibus  or  genei'al  chapter  as 
many  provisions  as  it  could.  The  administrator  will  act  as  a  custodial  receiver 
immediately  on  the  filing  of  a  voluntary  petition  and  may  so  act  after  an  invol- 
untary petition.  On  api)lication  by  tiie  administrator  or  a  creditor,  however,  a 
receiver  may  be  appointed  to  operate  the  business.  Such  an  application  is  made 


':-!!).-)  T^S.  ?,:u.  r>,4.'?  (lOfiD)   (Harlan,  J.,  concurring). 

M07  r  R.  67,  S0-S4   a072k 

i**  See  Note  7  supra.  Bankruptcy  Rules  401  and  601  became  effective  on  Oct.  1,  1973. 
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to  the  court,  but  the  administrator  makes  the  appointment,  sul)ject  to  approval 
of  his  choice  by  the  court. 

After  liquidation  is  directerl.  the  administrator  sends  to  creditors  notice  of 
the  pendency  of  the  case,  the  place  where  the  papers  are  on  file,  when  and  wliere 
proofs  of  claim  are  to  be  filed,  and  the  opnortnruty  to  elect  a  trustee  (s?e  ij  4-:>07 
(a) ).  The  provisions  governing  such  an  election  are  preseribetl  by  §  5-101.  Thirty- 
five  percent  in  amount  of  the  creditors  must  respond  to  the  invitation  extended 
by  this  first  notice,  and  a  majority  of  the  respondents  must  request  an  election. 
That  means  tliat  holders  of  at  least  17.51%  in  amount  of  the  creditors'  claims 
nnist  opt  for  such  an  election,  and  at  the  creditors"  meeting;  held  pursuant  to 
such  a  request,  holders  of  at  least  .Hi)%  in  amout  of  creditors'  claims  nmst  vore 
and  only  a  majority  in  am.oxint  of  those  voting  may  elect  a  trustee.  What  about 
proxies  and  solicitation?  Rules  of  the  Administrator  will  govern.  A  note  accom- 
panying §  5-101  suggests  consultatif>n  of  Bankruptcy  Rule  208.  which  governs 
solicitation  of  proxies  under  the  present  bankruptcy  law.  Unless  a  trustee  is 
elected,  the  administrator  carries  out  all  the  functions  of  the  trustee. 

The  C(mimission  takes  an  expansive  approach  toward  "claims."  The  definition 
in  §  1-101  (9)  says  that  "claim"  means  a  legally  enforcealile  demand  for  })er- 
formance  of  an  obligation  to  pay  money.  The  Commission  considered  eiiminaring 
use  of  the  word  "debt"'  in  the  Act.  but  this  proved  awkward  to  implement  in 
some  contexts,  as  when  we  wanted  to  talk  about  a  consumer  debt — i.e.,  a  delit 
owed  by  a  consumer.  So  we  have  a  definition  of  debt  at  §101(17)  that  tracks 
closely  the  definition  of  "claim."  Nothing  is  said  in  the  definition  al)0iit  "prov- 
ability," and  as  a  matter  of  fact  the  terms  "provalde"  and  "provability"'  are  not 
found  in  the  proposed  "Act." 

But  a  claim  must  be  evidenced  by  a  proof  of  claim  filed  in  accordance  with 
§  4-401  unless  such  filing  is  excused,  as  it  may  be.  Thus  §  4-.S07(a)  (4^  preserves 
a  feature  of  the  new  Rules  by  authorizing  notice  to  creditors  that  no  claims 
need  be  filed  when  no  distribution  to  creditors  is  contemplated.  And  no  proofs 
of  claim  need  be  filed  in  cases  xuider  Chapter  VII  (reorganizations) ,  Chapter  YIII 
(adjustments  of  i)olitical  subdivisions),  and  Chapter  IX  (railroad  reorganiza- 
tions) if  the  claim  is  not  disputed,  contingent,  or  unliquidated.  Applications  for 
compensation  and  reimbursement  of  expenses  constituting  administrative  claims 
ai-e  governed  by  §4-404  and  some  cloiser  correlation  of  §§4-^01.  4-403 (a),  and 
4-404  ma.v  be  appropriate.  Since  the  filing  of  a  claim  does  not  initiate  an  adver- 
sary proceeding,  it  is  contemplated  that  the  time  allowed  and  place  of  filing:  will 
be  specified  in  the  notice  issued  by  the  administrator — presumably  at  tlie  office 
where  the  petition  is  filed  and  the  case  is  being  administered.  Filing  of  claims 
by  the  debtor  or  the  trustee  and  by  late  filers  against  a  surplus  follow  the  scheme 
of  the  Rules,  except  that  there  is  no  limitation  of  filing  by  a  debtor  of  the  trustee 
to  wage  or  tax  claims  as  there  is  in  Bankruptcy  Rule  303.  though  not  in  Rule 
13-303. 

Unless  olijection  is  made,  a  duly  filed  claim  is  deemed  allowed  by  the  admin- 
istrator under  §4-202(a).  which  follows  the  provision  for  automatic  allowance 
in  Bankruptcy  Rule  306(h).  This  sentence  is  not  applicable  to  applications  for 
compensation  for  services  and  reimbursement  of  expenses,  which  are  govei-ned 
ty  §  4—404.  The  administrator  may  also  disallow  or  reduce  a  claim  on  his  osvn 
initiative,  in  which  event  he  notifies  the  creditor ;  likewise  he  may  allow  a  claim 
notwithstanding  an  objection,  in  which  event  h"  i-otifies  the  objector.  Now  the 
Commission  did  not  contemplate  any  formal  hearing  or  any  pleadings  in  con- 
nection v^'ith  the  processing  of  objections  to  claims  before  the  administrator.  If 
the  crelitor  or  objector  does  not  accept  the  administrator's  determination,  he  is 
entitled  to  file  a  complaint  with  the  bankruptcy  court  within  10  days  after  the 
notification,  as  provided  by  §  4-104.  The  proceeding  in  the  court  is  not  an  ap- 
peal ;  it  is  a  de  novo  trial  of  the  issues  with  no  presumption  favoring  the  ad- 
ministrator's action. 

The  administrator  determines  the  value  of  a  secui'ity  interest  V»y  pursuing  the 
procedures  prescribed  in  §  57h  of  the  present  Act.  Again  there  is'a  right  in  the 
creditor  or  other  party  in  interest  to  contest  this  determination  in  the  court. 

Section  4-402 (d)  enables  the  debtor  or  trustee  to  get  a  determination  of  tax 
liability  by  the  bankruptcy  court  as  a  safeguard  against  imposition  of  personal 
liability  under  Revised  Statutes  §  3467  after  the  clo.sing  of  a  ca.se  and  to  ex- 
pedite closing  of  cases.  This  problem  is  discussed  at  some  length  in  Part  I  of 
the  Commission's  Report." 

^Chapter  17,  at  puses  292-93. 
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Claims  that  are  allowable  imder  the  proposed  Act  are  delined  in  §  4-403.  They 
are  divisible  into  two  classes- — administrative  and  creditors"  claims.  Eleven  classes 
of  administrative  expenses  are  listed  in  subdivision  (a),  and  all  of  them  are  sub- 
ject to  a  requirement  that  they  be  "necessary  and  reasonable."  Persons  other' 
than  the  administrator  seeking  payment  of  administrative  expense  claims  must 
tile  applications  with  the  bankruptcy  court  pursuant  to  ^  4-404,  which  tracks 
Bankruptcy  Rule  219.  Section  4-403 (a)  is  derived  from  §H>2(a)  (1)  ai'd  04a  of 
the  present  Act,  with  some  minor  changes — additions,  reductions,  and  modi- 
fications— all  explained  in  the  accompanying  notes. 

Eight  categories  of  disallowable  creditors"  claims  are  listed  in  §4-403(b). 
Creditors'  claims  are  to  be  determined  as  of  the  date  of  the  petition  in  order  to 
be  allowable,  unless  (1)  they  are  protected  under  §4-208tc)  as  (a)  acquired  in 
the  ordinary  course  of  the  debtor's  business  between  the  date  of  the  petition 
and  the  direction  of  relief  or  (b)  as  expressly  authorized  by  the  administrator 
during  that  period;  or  (2)  they  arise  out  of  the  rejection  of  an  executory  con- 
tract pursuant  to  §  4-602 (c). 

It  will  be  discovered  from  a  perusal  of  §  4-403 (b)  that  a  claim  is  allowable 
notwithstanding  the  fact  that  it  arises  out  of  a  tort  not  reduced  to  judgment 
or  even  the  subject  matter  of  a  lawsuit.  No  claim,  is  too  difficult  to  liquidate 
for  the  purposes  of  administration  under  this  Act. 

The  grounds  of  disallowance  include  those  now  found  in  the  Act : 
Clause  (1)  picks  up  §  70c's  first  sentences. 

Clause  (2)  picks  up  §  57g,  involving  a  transferee  of  "recoverable  prop- 
erty" who  has  not  returned  or  paid  for  the  property.  It  may  be  noted  par- 
enthetically here  that  there  is  no  need  to  worry  about  preservation  of  the 
doctrine  of  Katchen  v.  Lrnnli/,^"  because  the  bankruptcy  court  is  given  ju- 
risdiction of  all  actions  brought  by  the  trustee. 

Clause  (3)  picks  up  the  limitation  on  property  tax  claims  found  in 
§G4a(4). 

Clause  (6)  picks  up  the  limitation  on  claims  for  rejection  of  real  estate 
leases  now  found  in  §  63a  (9),  but  it  is  to  be  noted  that  the  limitation  to  the 
amount  of  the  rent  reserved  for  one  year  applies  in  reorganization  cases 
(other  than  railroad  reorganizations)  as  well  as  liquidation  cases.  The  case 
of  OlUden  v.  Tonto  Realty  Company'^"  is  codified  and  extended. 

Clauses  (4),  (5),  (7),  and  (S)  are  new  grounds  of  disallowance: 
Clause  (4)  authorizes  the  disal'owaaTice  of  a  claim  for  personal  services 
rendered  the  debtor  by  an  attorney,  a  member  of  the  immediate  family  (de- 
fined in  §1-101(32)  to  include  a  spouse,  parent,  child,  brother,  sister,  or 
spouse  of  a  child  or  parent),  or  insider  of  a  business  debtor,  to  the  extent 
such  a  claim  is  found  unreasonable.  Section  4-408 (a)  (2)  also  subordinates 
any  allowed  claim  of  an  insider  or  of  his  immediate  family. 

Clause  (5)  is  consistent  with  existing  law  althougli  it  is  new.  It  applies 
to  unaccrued  alimony,  support,  and  maintenance  claims,  v.'hich  are  undoubt- 
edly not  provable  under  the  present  Act  although  they  are  expressly  made 
noudischargeable  by  §17a(G). 

Clause  (7)  puts  a  limitation  on  damages  for  termination  of  unexpired 
employment  contracts  comparable  to  the  limitation  of  damages  accruing  on 
the  termination  of  real  estate  leases.  The  Commission  was  thinking  i)rimar- 
ily  of  contracts  with  executives  and  professional  entertainers.  The  Nore  says 
it  does  not  apply  to  pension  contracts,  which  may,  however,  be  subject  to 
limitations  on  the  ground  of  unconscionability. 

Clause   (8)   extends  the  defense  of  unconscionability  as  a  federal  niatter 
to  uonsales  transactions  and  to  sales  transactions  in  the  state  of  Louisiana. 
The  federal  concept  of  "unconscionability"'  is  spelled  out  in  §  4-403(a).  The 
principal  sources  are  §  6-111  of  the  Uniform  Consumer  Credit  Code  and 
§§  5-107  and  6-109  of  the  National  Consumer  Act. 
The  order  of  distribution  of  the  proceeds  of  unencumbered  assets  is  prescriited 
by  §4-405,  which  is  the  counterijart  of  and  derived  from  §§04  and  65a  of  the 
present  Act.   First  priority  is  naturally  preserved  for  administrative  expense 
claims  as  defined  in  §4-402 (a),  to  which  are  added  charges  assesvsed  for  serv- 
ices provided  by  the  administrator.  These  latter  charges  are  to  be  assessed  in 
accordance  with  a   schedule  promulgated  pursuant  to  a  pi-ocedure  prescriited 
by  §  3-302  (b).  This  procedure  requires  advance  publication  of  a  proposed  sched- 


"382  U.S.  32.3  (1906). 

13  143  F.  2cl  916  (2d  Cir.  1944). 
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ule  in  the  Federal  Register,  the  provision  of  an  opportunity  for  interested  per- 
sons to  file  objections  and  be  heard  at  a  recorded  hearings,  and  a  final  publication 
of  the  schedule  in  the  Federal  Register  and  a  report  to  Congress  which  shall  not 
talie  effect  until  at  least  90  days  later.  There  is  a  statutory  requirement  that 
all  charges  shall  be  "reasonable  and  etiuitable."  It  is  to  be  recalled  that  al- 
though the  bankruptcy  court  is  to  be  supported  by  tax  revenues,  the  adminis- 
trator is  to  be  "as  nearly  as  practicable"  a  self-supporting  agency.  However,  the 
administrator  is  not  to  be  independent  of  Congressional  control  in  using  his 
revenues;  he  must  obtain  an  annual  authorization  and  appropriation  by  justi- 
tyiug  his  budgetary  requests  to  the  Judiciary  and  the  Appropriations  Commit- 
tees of  both  Houses. 

Second  priority  is  accorded  to  the  postpetition  claims  arising  within  the  limita- 
tions of  §4-208 — i.e.,  before  relief  is  directed  on  an  involuntary  petition  (1) 
when  the  claims  arise  in  the  ordinary  (.-ourse  of  business  or  (2)  when  the  adminis- 
trator authorizes  the  transaction.  These  claims  will  ordinarily  not  be  large  but 
seem  entitled  to  treatment  as  quasi-administrative  expenses. 

Wage  claims  entitled  to  priority  number  3  have  been  enlarged  to  $1200  and 
include  earnings  within  three  months  of  cessation  of  the  debtor's  business  or  of 
the  filing  of  the  petition,  whichever  is  earlier.  Wages  explicity  Include  vacation, 
severance,  and  sick  pay. 

The  Commission  proposes  in  clause  (4)  to  recognize  a  priority  for  fringe  bene- 
fits to  the  extent  of  $300  if  the  wage  earner  has  received  no  more  than  a  $900 
wage-priority.  He  cannot  claim  under  (3)  and  (4)  more  than  an  aggregate  of 
$1201'.  and  no  more  than  $300  of  that  sum  can  be  for  fringe.  Moreover  the 
fringe  benefit  must  have  been  earned  within  the  year  before  the  petition  or 
cessation  of  business,  whichever  is  the  earlier.  This  clause  of  course  overrules 
Joint    Industry    Board    v.    United    States'^*    and    United  States    v.    Embassy 

Restaurant.^ 

Taxes  are  accorded  fifth  priority,  which  is  generally  accorded  to  one  year's 
taxes.  By  careful  draftsmanship,  we  were  able  to  get  away  from  use  of  the  "legal- 
ly due  and  owing"  terminology  of  present  sec.  64a  (4),  which  has  generated  much 
di-scussion  and  litigation. 

So  far  as  income  taxes  are  concerned,  they  are  entitled  the  priority  only  if  they 
are  for  a  tax  period  ending  on  or  within  one  year  before  the  filing  of  the  petition. 
This  provision  is  to  be  read  in  conjunction  with  sec.  5-104 (b),  which  terminates 
any  debtor's  tax  year  for  income-tax  purposes  on  the  date  of  the  petition.  With 
respect  to  an  individual,  however,  if  this  results  in  a  higher  tax,  the  debtor  gets 
the  benefit  of  using  the  full  tax  year.  Tliere  is  no  longer  any  effort  to  tie  the 
statutory  provisions  applicable  to  priority  and  dischargeability  of  taxes  together. 

Ad  valorem  property  taxes  are  entitled  to  priority  only  if  the  last  date  for  pay- 
ment without  penalty  was  within  one  year  of  the  filing  of  the  petition. 

All  taxes  withheld  from  wages  are  accorded  this  fifth  priority,  according  to 
sec.  4-405(a)  (5)  (C)  as  decided  in  the  Connecticut  Motorlines^"  case,  but  sub- 
division (C)'s  last  sentence  and  Note  11  (on  page  114)  "  show  that  the  trustee 
who  pays  wages  earned  before  bankruptcy  is  to  treat  them  as  part  of  the  wages, 
as  indicated  by  In  re  Freedomland,^^  the  recent  Second  Circuit  decision.  What  then 
is  the  role  of  sec.  4-405 (a)  (o)  ^C)  ?  It  covers  the  case  where  wages  were  paid 
before  bankruptcy  but  the  withholding  taxes  were  not  paid. 

Clause  (D)  deals  with  employment  taxes  on  wages  for  which  a  return  was 
required  within  one  year  before  the  petitiou  or  later.  They  are  simply  accorded 
fifth  priority,  even  though  the  w'ages  are  paid  after  the  petition  was  filed. 

lOxcise  taxes  and  customs  duties  are  accorded  fifth  priority  if  the  transactions 
taxed  occurred  within  the  year  before  the  petition. 

The  last  of  the  tax  priorities  includes  any  other  taxes  for  wliich  an  extension 
of  payment  had  been  made.  Any  installments  not  yet  due  or  becoming  due  within 
the  year  before  the  petition  get  priority. 

Xfifa  hcve:  This  is  the  complete  list  of  priorities  payable  before  general  unse- 
cured claims.  There  is  no  priority  for  nontax  claims  of  the  United  States  or  claims 
of  landlords,  and  most  are  invalidated.  The  Canadian  committee  recommended 
a  like  reform.  The  Commission's  i)osition  is  discussed  and  defended  in  Chapter  8 


I'.^fll  TLS.  224  (lOOS). 

'•'•  .''..'fl   T\f5.    20    CiO.^ft). 

"?.3R  F.  2cl  9fi  <r,,]  Clr.  19fi4). 

">'  The  pncre  refi-renoo  hero  is  to  Part  II  of  the  Commission's  Report. 

i'2  Bankr.  L.  Rep.  H  64,931  (1973). 
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I  (1)  of  Part  I  of  its  Report.  Footnote  228  ILsts  a  breakdown  by  the  Treasury 
of  its  annual  collection  from  estates  for  bankruptcy  proceedings  of  about  $45 
million. 

Three  classes  of  subordinated  claims  are  referred  to  in  Sec.  4-40.j(a)  (7),  (8) 
and  (9)  :  tardily  liled  claims  not  otherwise  subordinated;  interest  on  claims  not 
otherwise  subordinated  ;  and  chums  subordinated  pursuant  to  Sec.  4— iiJfci. 

Section  4-405 (.b)  preserves  the  existing  rule  of  according  pro  rata  treatment 
of  all  claims  on  any  one  rung  of  the  ladder  if  there  is  not  enough  to  go  around 
to  all  members  of  that  rank  and  preserves  the  step  priority  when  administrative 
expenses  incurred  in  a  liquidation  and  a  prior  chapter  proceeding  more  than 
consume  the  entire  estate.  A  new  provision  also  subordinates  the  administrative 
expenses  incurred  in  a  prepetition  nonbankruptcy  proceeding. 

Subdivision  (e)  retains  a  feature  of  present  sec.  tiod  of  the  Act  equalizing 
payments  received  by  a  creditor  from  an  estate  being  administered  abroad  and  in 
this  country  and  extends  its  principle  to  the  case  where  a  creditor  receives  any 
post-petition  payment  from  outside  the  country  though  not  pursuant  to  the 
administration  of  an  estate  in  tlie  other  country. 

Subdivision  (f)  repeals  the  .iingle  rule  in  partnership  liquidation  as  long 
recommended  by  the  National  Bankruptcy  Conference. 

Section  4—406  is  a  new  section  in  that  Act,  dealing  with  the  subordination  of 
certain  classes  of  claims  and  recognizing  in  subdivision  (c)  the  continuing  equi- 
table power  of  the  bankruptcy  court  to  subordinate  particular  claims  or  to  enforce 
consensual  subordinators.  Three  classes  of  claims  are  made  explicitly  subordinate 
to  general,  nousubordiuated  claims  : 

(1)  any  claim  for  rescission  of  the  purchase  of  securities  or  for  damages 
arising  from  such  purchase  ; 

(2)  any  claim  of  an  insider  or  affiliate  of  a  debtor  or  of  insider's  immediate 
family  member : 

(3)  any  claim  for  a  fine,  penalty,  or  for  multiple,  punitive,  or  exemplary 
damage. 

Tlie  first  class  includes  claims  arising  out  of  successful  resort  to  SEC  Rule 
lOb-5  and  the  like.  The  second  class  extends  to  claims  for  reasonable  compensa- 
tion allowed  an  insider  within  the  limits  recognized  by  sec.  4-403 (b) -(4).  An 
affiliate  is  defined  by  sec.  1-101(4).  It  is  an  adaptation  of  the  same  term's  defini- 
tion in  Bankruptcy  Rule  001(3)  but  is  tougher  in  dropping  the  percent  of  voting 
control  required  from  259^  to  20%.  The  third  class  is  derived  from  sec.  57  of 
the  present  Act  which  disallows  fines,  penalties,  and  forfeitures  owing  the  gov- 
ernment. This  provision  simply  subordinates.  It  won't  change  the  result  in  many 
cases  but  prevents  any  return  to  a  solvent  debtor  who  has  incurred  a  penalty  and 
extends  the  principle  to  exemplary  and  damages. 

A  new  approach  to  an  old  problem  is  proposed  by  the  Commission  in  sec.  4-606, 
which  invalidates  all  statutory  and  common-law  liens  unless  validated  by  being 
included  in  sec.  4-606  (a  )  's  Jist  of  four  classes  : 

(1)  liens  securing  debts  incurred  for  repairing,  preserving,  shipment,  storage, 
manufacture,  or  improvement  of  property.  Examples  are  mechanics',  artisans', 
garagemen's,  warehousemen's,  and  caviers'  liens: 

(2)  ad  valorem  tax  liens  (distinguished  from  income,  sales,  and  excise  tax 
liens,  including  most  federal  tax  liens)  ; 

(3)  liens  covering  special  assessments  for  public  improvements  ; 

(4 )  liens  of  attorneys  for  expenses  and  fees  in  recovering  judgments  and  settle- 
ments. 

No  postponement  provision  such  as  now  found  in  sec.  67c  would  survive.  T)ie 
bona -fide  purchaser  test  of  that  subdivision  is  abandoned,  but  any  lien  valid  under 
subdivision  (a)  must  be  perfected  as  a  matter  of  public  record,  or  notice  of  the 
lien  must  be  given  the  trustee,  within  30  days  after  the  lienor  learns  of  the 
petition. 

The  policy  of  the  section  is  further  implemented  by  enabling  the  trustee  to 
avoid  any  payment  discliarging  a  statutory  or  common-law  lien  that  is  invali- 
dated by  this  section  unless  the  payment  occurred  more  than  tliree  months  before 
the  petition  was  filed.  Insolvency  at  the  time  of  the  payment  need  not  be  shown. 
If  insolvency  did  exist,  would  a  .statutory  or  common-law  lien  otherwise  valid 
be  voidable  as  a  preference?  No. 

The  provisions  of  sec.  70b  and  the  dozen  or  so  provisions  of  tlie  de])tor  relief 
cha liters  dealing  with  excutory  contracts  and  unexpired  leases  have  Iteen  con- 
solidated and  elaborated  in  sec.  4-602.  The  trustee  is  authorized  to  assume  any 
executory  contract  but  is  authorized  to  reject  only  with  the  authorization  of  the 
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Mdniiui.strator.  Any  reject  ion  iinis;t  be  brontrht  to  the  attention  of  the  other  larty 
to  the  contract  by  a  notice,  and  the  rejection  may  be  clialh-nged  by  the  otlier 
party  in  court.  The  draft  does  not  adopt  a  proposal,  ho\^•ever.  that  only  burden- 
some leases  can  be  rejected.  "Ipso  facto"  or  "l)ankrui(tcy"  clauses  in  leases  and 
other  executory  contracts  remain  enforceable  in  bankruptcy  but  not  in  chapter 
proceedings  {I.e.,  under  Chapters  VI,  VII,  VIII,  and  IX)  if  all  defaults  are 
cured  within  a  reasonable  time  and  if,  for  any  contract  other  than  a  lease, 
tid'^quate  assurance  of  future  performance  is  given. 

One  of  the  puzzles  of  present  sec.  70b  is  that  sayin.?  that  rejection  of  a  real 
property  lease  by  a  landlord's  trustee  does  not  deprive  the  lessee  of  his  estate. 
The  puzzle  would  be  clarified  by  proposed  sec.  4-602 Tc)  saying  that  if  a  lessor's 
trustee  rejects  a  lease,  he  abandons  the  property  to  the  lessee. 

What  if  a  contract  to  purchase  property  is  rejected  by  a  trustee  of  the  vendor? 
Section  4-602 (d)  recognized  this  possibility  but  gives  the  purchaser  a  Hen  for 
his  payments  as  allowed  by  Judge  Weinfeld  in  In  re  New  York  Mutual  Invpfitorfi 
Groupy  The  lien  may  be  avoided  as  a  preference,  however,  where  the  property 
being  purchased  was  not  owned  by  the  debtor  until  acquired  within  the  three- 
month  period.  If  property  being  purchased  by  contract  is  already  in  the  pur- 
chaser's possession.  hov>-ever,  when  the  petition  is  filed,  no  rejection  is  authorized 
under  subdivision  Cf)(l).  -         . 

The  last  clause  of  §4-602  prohibits  the  trustee  from  assumina:  any  contract 
where  the  debtor  has  nondelegal^le  duties  or  vvhere  the  debtor  is  an  employer, 
unless  the  other  party  consents. 

The  Commission  was  persuaded  that  §  70d  is  too  harsh  in  its  treatment  of 
the  debtor  and  those  who  deal  with  him  after  the  filing  of  an  involuntary  i)eti- 
tion  and  before  there  is  an  adjudication.  If  there  is  no  adjudication,  the  risks 
imposed  on  those  who  might  be  willing  to  deal  with  the  debtor  during  this 
interim  will  have  been  so  serious  as  to  deter  most  of  them  from  doing  so.  ;ind 
the  defeat  of  the  petition  will  have  been  a  Pyrrhic  victf»ry.  The  ordeal  is  likely 
lo  make  him  a  candidate  for  bankruptcy  soon  thereafter. 

The  Commission  ^^'ished  to  facilitate  earlier  bankruptcy  filings — i.e.,  to 
accelerate  them  but  not  to  increase  them.  And  it  was  anxious  not  to  increase  the 
hazards  of  the  filing  of  a  petition  in  the  case  where  a  debtor  could  have  survived 
as  a  viable  business  enterprise  if  a  petition  had  not  been  filed.  To  th.at  end  it 
proposed  in  §i!4-20S(c)  and  4-60.5  to  extend  protection  not  found  in  §  70d  fsee 
present  §  70d(.3) ).  Section  4-20S(c)  allows  a  party  dealing  with  a  delitor  during 
an  interim  to  retain  what  he  received  and  to  have  a  second  priority  for  any 
claim  arising  out  of  the  extension  of  credit  if  the  transaction  was  one  in  the 
ordinary  course  of  business  or  if  the  administrator  authorized  the  transaction 
even  though  the  other  party  knows  of  the  tendency  of  the  petition.  Any  othei- 
post-petition  transfer  by  the  debtor  is  voidable  by  §4-605 (a)  unless  it  oc'nirred 
before  notice  of  the  petition  was  filed  pursuant  to  subdivision  (c)  of  that 
section,  and  the  transferee  gave  reasonable  equivalent  present  value.  If  he  gave 
less  than  a  reasrmable  equivalent  present  value,  he  gets  pro  tanto  reimburse- 
ment for  the  present  consideration  given.  The  notice-filing  scheme  is  an  adapta- 
tion of  that  found  in  the  Federal  Tax  Lien  Act.  The  burden  of  proof  provisions 
of  §  70d  (5)  and  Rule  603  are  not  retained. 

But  what  of  the  rule  of  BanJc  of  Marin  v.  Enffland?^"  Any  obligor  .f  the 
debtor  (including  a  l)ank)  may  pay  the  debt  to  or  on  the  order  of  the  (U'litor 
and  any  bailee  may  deliver  the  bailed  property  to  or  on  the  order  of  the  debtor 
if  the  payment  or  delivery  is  in  good  faith  and  withont  knov.ledge  of  the  peti- 
tion. The  filing  of  the  notice  does  not  bind  or  affect  the  obligor  or  bailee  under 
this  subdivision.  The  Act  does  not  impose  the  kind  of  duty  on  the  trustee  to 
notify  banks  and  other  depositors  now  found  in  Rule  602 Cb).  but  such  a  rule 
woiild  be  compatible  with  the  Act  if  promulgated  by  the  administrator.  Sucli  a 
notice  would  presumably  be  given  in  any  case  by  a  reasorablv  di'iaent  trustee. 

The  trustee  retains  under  the  Act  his  rights  as  an  ideal  judicial  lien  creditor 
as  of  the  date  of  the  petition,  as  now  provided  in  the  strong  arm  clause  of 
§  70c  of  the  Act.  ".Judicial  lien  creditor"'  is  defined  in  §  1-101  C.30).  SulKlivi.'sion 
(a)  of  §4-004  negatives  the  attribution  of  any  creditor's  knowledge  to  the 
trustee  and  any  limitation  on  his  rights  by  reason  of  his  own  knowledge. 

The  trustee's  right  to  avoid  any  transfer  that  a  creditor  could  have  avoided 

'"  14.S  y.   Su'^n.  .-)t    fS.D.N.Y.  1050) 
^ofJSo   U.S.   99    (1900). 
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under  nonbankruptcy  law  also  continues  under  §4-G04(b)  (1),  but  the  rules  of 
Moore  v.  Bay-'  are  repealed,  bolli  the  measure-of-recovery  rule  and  tlie  rule 
governing  distribution.  That  is  to  say,  the  trustee  can  recover  only  to  the  extent 
the  creditor  or  creditors  whose  rights  he  is  asserting  could  recover  and  the 
recovery  is  to  be  distributed  only  to  the  creditors  who  could  have  recovered  by 
applicable  nonbankruptcy  law. 

A  new  right  is  given  the  trustee  by  §4-G04(b)(2) — viz.,  to  i-ucceed  to  and 
assert  any  cause  of  action  or  claim  held  by  a  class  of  the  debtor's  creditors. 
The  members  of  the  clas.s  are  to  be  notified,  and  those  notified  are  bound  and 
are  beneficiaries  of  the  recovery.  Expenses  of  the  litigation  are  of  course  to  be 
deducted  before  distribution.  The  trustee  is  not  bound — at  least  in  terms — to  sue 
on  such  a  cause  of  action ;  he  may  enforce  the  claim  '"when  [it  is]  in  the  best 
interest  of  the  estate." 

The  right  of  setoff  recognized  in  §  68  of  the  Act  survives  but  it  is  considerably 
revised,  "while  ijrobabiliry  of  the  creditor's  claim  is  no  longer  an  element, 
allowal'ility  is  and  the  general  rule  set  out  in  §  5-201  is  that  an  allowable  claim 
of  a  creditor  sliall  be  set  off  against  a  mutual  debt  owed  the  debtor  by  the 
creditor.  Allowability  under  §  4^03  does  not  depend  on  timely  filing  (though 
it  may  be  a  condition  for  receiving  a  distribution). 

Setoft  is  denied  under  §  .5-201  (a),  however,  if  the  creditor  acquired  his  claim 
either  (1)  after  the  filing  of  the  petition  or  (2)  within  3  months  of  the  filing 
and  when  the  debtor  was  insolvent,  irrespective  of  the  creditor's  purpose  or 
knowledge  of  the  debtor's  insolvency.  For  the  purposes  of  this  subdivision  the 
debtor  is  presumed  to  have  been  insolvent  during  that  three-month  period. 

Subdivision  (b)  is  a  new  feature  of  the  setoff  provision  of  the  Act.  If  mutual 
debts  and  credits  accrue  in  the  ordinary  course  of  business  of  either  debtor 
or  creditor  or  both — as  in  the  case  of  bank  holding  a  checking  account  of  the 
debtor — two  readings  of  the  account  are  taken — at  the  beginning  of  the  three- 
month  period  before  the  petition  is  filed  and  again  at  the  filing  of  the  petition. 
The  i-etoff  is  allowed  only  to  the  extent  the  creditor  has  not  improved  his 
position  during  the  three-month  period.  A  net  result  rule  is  thus  applied. 

There  is  a  new  provision  regarding  setoff  in  Chapter  YII  that  should  be 
brought  to  your  attention  here.  By  §  7-204  the  filing  of  a  petition  for  reorganiza- 
tion effects  a  stay  of  any  setoff  though  the  creditor  is  protected  in  his  right  to 
witJihoid  payment  to  the  debtor  or  on  his  order  except  as  ordered  by  the  court 
pursuant  to  subdivision  (c).  The  court  is  authorized  by  this  subdivision  to  direct 
a  per.-on — the  bank  in  our  hypothetical  situation — to  pay  the  trustee  or  debtor 
3iotwithstanding  the  right  of  setoff  if  the  other  person  is  adequately  protected 
by  security  or  assurance  of  priority  in  the  debtor's  assets.  This  provision  applies 
also  in  stock  brokerage  bankruptcies  (see  §  5-304)  and  railroad  reorganizations. 
Section  5-202  adopts  a  recommendation  made  by  the  National  Bankruptcy 
Conference  to  enable  the  trustee  of  a  partnership  to  obtain  and  collect  a  judgment 
for  a  deficiency  of  the  partnership  property  to  pay  the  partnership  debts  and 
costs  of  administration  against  any  general  partner.  The  jingle  rule  requiring 
partners'  separate  property  to  be  applied  first  to  payment  of  their  separate  debts 
no  longer  applies  under  this  Act. 

The  Commission  has  sought  in  §  5-203 (a)  to  simplify  and  streamline  the 
procedure  for  selling  the  property  of  the  estate.  The  court  is  not  to  be  involved 
unless  somebody  files  a  complaint.  The  procedure  follows  reform  proiwsed  in 
the  I'niform  Probate  Code  and  practice  foilo\^ed  in  Canada.  No  court  hearing 
or  order  is  required  but  notice  of  a  proposed  sale  (or  lea.se)  is  required  to  be 
given  as  provided  in  §  4-307 (c)  (3) — i.e.,  to  a  creditor's  committee  and  any 
creditor  who  requests  notice,  but  the  notice  is  excused  if  it  is  impractica))le  (c'f. 
Rule  2113 (a)  (2) )  and  does  not  apply  to  sales  in  the  ordinary  course  of  business. 
As  under  the  present  Act,  the  property  may  be  sold  free  of  liens  or  sul)ject 
to  liens  if  there  is  an  equity  or  there  is  a  dispute  as  to  the  validity  of  the  lien. 
The  lienholder  is  entitled  to  notice  of  any  sale  free  of  liens  and  if  he  wants  to 
challenge  the  sale  he  may  do  so  by  filing  a  complaint.  Otherwise  the  sale  goes 
forward  and  binds  the  lienor  without  any  court  order.  Any  sale  by  the  trustee 
under  this  section  gives  a  purchaser  for  value  a  protected  position  (Sec. 
5-203 (c)). 

Subdivision    (c)    authorizes   the  court  to  sell   the  debtor's  and  his  spouse's 
interests  in  property  held  jointly,  as  cotenants,  or  in  a  tenancy  by  the  entirety. 

=1284  U.S.  4   (19.31). 
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The  spouse's  interest  "will  be  transferred  to  the  proceeds.  Whether  a  tenancy  l>y 
the  entirety  in  existence  at  the  time  the  Act  becomes  elTective  can  be  severed 
in  a  slate  like  Michigan  or  Pennsylvania  raises  a  constitutional  (juestion,  but 
th  provision  can  be  applied  prospectively  without  any  constitutional  doubt. 

STATEMENT  OF  HAROLD  MARSH,  JR.,  CHAIRMAN,  COMMISSION  ON 
BANKRUPTCY  LAWS  OF  THE  UNITED  STATES 

Mr.  Marsh.  Mr.  Chairman,  we  thought  it  mieht  be  helpful  to  the 
subcommittee  if  both  Professor  Kennedy  and  I  made  a  brief  statem.ent 
at  rhe  opening  and  then  responded  to  whatever  questions  there  might 
be. 

Witli  your  indulgence,  Mr.  Chairman,  althougli  you  arc  very  famil- 
iar with  these  matters,  I  woidd  like  to  enter  into  the  record  the  names 
of  the  other  people  who  were  instrumental  in  producing  the  work 
of  the  Commission. 

Senator  Burdick.  I  think  tliat  is  a  yeiy  good  idea. 

Mr.  Marsh.  The  senatorial  members,  of  course,  were  yourself  and 
Senator  Marlow  W.  Cook  of  Kentucky.  Congressman  Don  Edwards 
and  Congressman  Charles  E.  Wiggins  were  tlie  Members  appointed 
from  the  House  of  Representatives,  and  the  Ciiief  Justice  appointed 
Judge  Edward  Weinfeld,  Federal  district  judge  of  the  Soutliern  Dis- 
trict of  New  York,  and  Judge  Hubert  L.  Will,  a  Federal  district  judge 
in  the  Xorthern  District  of  Illinois. 

In  addition  to  Mr.  Seligson  and  myself,  the  President  ap])ointed 
Mr.  J,  Wilson  Newman  of  NeAV  Jersey,  who  is  the  former  chief  execu- 
tive of  Dun  &  Bradstreet,  and  currently  serves  as  the  chairman  of  its 
Finance  Committee. 

In  addition  to  Professor  Kennedy,  the  professional  members  of  the 
staff  of  the  Commission  were  Prof.  Walter  A.  Phillips;  Prof,  Pobert 
M.  Viles,  who  has  since  become  elevated  to  the  ])osition  of  a  dean  in  a 
law  school ;  Prof.  Philip  Shuchman ;  and  Gerald  K.  Smitli  of  Phoenix. 
Ariz.,  who  is  a  practicing  lawyer  in  that  city,  specializing  in  bank- 
ruptcy law. 

In  addition  to  these  full-time  staff  members,  at  various  times  the 
Commission  engaged  the  services  of  consultants  from  all  walks  of  life 
that  were  familiar  with  and  interested  in  improvement  of  the  bank- 
ruptcy law. 

In  particular,  I  would  like  to  mention  the  very  distinguished  work 
done  for  the  Commissioii  by  Prof,  Vern  Countryman  of  Hai'vnrd 
University;  Prof.  Lawrence  P.  King  of  New  York  T'niversitA-:  and 
Mr.  J.  Ronald  Trost  of  Los  Angeles,  who  also  is  a  practicing  lawyer 
specializing  in  bankruptcy  work. 

It  was  due  to  the  efforts  of  all  of  these  dedicated  people  tliat  the 
Commission  was  able  to  complete  its  work  in  only  2  montlis  loriger 
than  the  2  years  initially  assigned  to  it,  which  I  am  not  sure  is  a  record, 
but  I  like  to  think  it  at  least  is  a  creditable  performance  with  respect 
to  commissions  of  this  nature. 

I  thought,  Mr.  Chairman,  that  I  would  start  out  by  giving  a  In-ief 
smnmary  of  the  major  recommendations  of  the  Commissio7i  regarding 
the  structure  of  the  bankruptcy  sj'stem,  and  in  doing  tliat,  to  compare 
the  recommendations  made  by  the  Conference  of  Bankruptcy  Judges 
and  provided  in  the  bill  submitted  by  them. 
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The  first  problem  Trliicli  the  Commissio]i  tried  to  solve  in  con- 
nection with  the  structure  of  the  bankruptcy  sj'stem  was  what  is 
perceived  to  be  a  really  unhealthy  combination  of  judicial  and  ad- 
ministrative functions  in  the  bankruptcy  court. 

Man}^  people  vdio  testified  before  the  Connnission  and  advised  it 
thought  that  this  was  the  most  fundamental  problem  involved  in 
structuring  an  improved  bankruptcy  system.  The  solution  whicli  was 
recommended  by  the  Commission  was  that  these  administrative 
functions  be  assigned  to  a  new  agency  called  the  U.S.  Bankruptcy 
Administration,  which  would  be  created  in  the  executive  branch  of  the 
Government,  and  that  the  judges  retain  only  judicial  functions ;  that  is, 
the  resolution  of  disputed  questions  that  arise  during  the  course  of 
the  administration  of  a  bankrupt  estate. 

The  bill  which  has  been  submitted  by  the  bankruptcy  judges  attacks 
this  problem  from  a  different  point  of  view.  They  recommend  that 
the  Bankruptcy  Division  of  the  Administrative  Office  of  tlie  U.S. 
Courts  be  given  expanded  functions  and  have  the  appointive  power 
to  appoint  trustees,  appraisers,  and  auctioneers  in  a  bankruptcy 
proceeding. 

However,  as  I  read  it,  I  do  not  see  that  any  other  admii-dstr-ative 
functions  of  the  present  bankruptcj'^  j lodges  have  been  taken  from 
them  and  assigned  to  this  Bankruptcy  Division.  The  bill  on  page  291 
lists  the  functions  of  the  Bankruptcy  Division  of  the  Administrative 
Office  and  states  that  the  Director  of  the  Administiative  Office  shall 
appoint  trustees,  examiners,  appraisers,  and  auctioneers,  which  is  a 
function  which  I  have  already  mentioned  as  to  the  appointment  of 
trustees  is  presently  exercised — to  the  extent  that  the  creditors  do  not 
elect  a  trustee — by  the  bankruptcy  judges,  and  the  bill  woidd  re- 
move this  appointive  power  from  the  judges  and  give  it  to  the  Director 
of  the  Administrative  Office. 

Second,  to  serve  as  disbursing  agent  in  cases  filed  under  the  statute — ■ 
this,  of  course,  is  a  function  that  is  not  presently  performed  by  the 
judges,  nor,  indeed,  by  any  public  official — then,  to  assist  eligible  in- 
dividuals in  the  preparation  of  petitions,  schedules,  and  other  papers 
■which  are  filed  or  to  contract  for  such  services — this,  of  course,  is  not 
a  function  which  is  presently  exercised  by  the  judges.  To  employ 
qualified  persons  to  provide  individuals  with  regular  income  counsel- 
ing for  the  purpose  of  reducing  defaults  on  plans,  et  cetera.  This,  of 
course,  is  not  a  function  which  is  presently  performed  by  the  bank- 
ruptcy judges. 

So,  as  I  read  that  bill,  the  bankruptcy  judges  do  not  think,  or  at 
least  have  not  attempted  to  do  anything  about,  what  is  a  proi)lem 
regarding  the  present  duties  of  the  judges  combining  judicial  and 
administrative  duties,  with  the  one  exception  of  the  apponitment  of 
trustees.  Of  course,  what  the  Commissio]i  had  in  mind  with  respect 
to  administrative  duties  were,  essentially,  any  uncontested  matter  in 
the  course  of  the  administration  of  a  bankrupt  estate.  There  are  many 
many  cpiestions  which  arise  and  upon  which  the  trustee  must  consult 
the  bankruptcy  judge,  obtain  ex  parte  orders,  and  so  forth. 

This  is  the  type  of  thing  that  has  given  rise  to  the  criticism  that 
the  trustees  and  the  judges  are  allegedly  too  close  together  and  that 
so-called  outsiders  have  no  chance  of  winning  in  a  litigation  before 
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the  same  judge  "vvlio  has  previously  been  worjvino-  on  a  day-to-day 
basis  in  the  administration  of  this  estate  with  the  trustee  against 
whom  this  outsider  is  litigating. 

Second,  the  Comiviission  recommended  that  the  bankruptcy  courts 
be  given — that  the  bankruptcy  judges — I  am  sorry — be  given  15- 
year  terms,  and  that  tliey  do  be  appointed,  not,  as  at  present,  by  the 
Federal  district  judges  but  by  the  President  witli  the  advice  and 
consent  of  the  Senate.  Here  the  judges'  bill  provides  for  the  same 
term,  but  provides  for  appointment  by  the  judicial  council  of  each 
circuit;  that  is,  all  of  the  active  members  of  the  circuit  court  of  appeals. 

Tlie  Commission's  bill  also  did  not  attempt  to  provide  for  any 
grandfather  clause  which  would  continue  in  office  the  i)resent  judges 
upon  tlie  effective  date  of  the  bill.  The  reason  for  this  was  that  it  was 
our  ju.dgment  that  if  these  administrative  functions  were  removed 
from  the  province  of  the  judge,  there  could  be  no  justification  for 
lun  ing  the  same  number  of  people  performing  onl}'  a  portion  of  the 
duties  previously  performed  and,  therefore,  it  was  virtually  impos- 
sible to  work  out  a  provision  that  the  existing  judges  would  continue 
in  office,  since  how  would  you  select  which  ones  would  continue  if  it 
were  detern^sined  that  only,  say,  75  percent  of  the  number  were  needed 
as  are  now  in  office. 

The  judges'  bill,  on  the  contrary,  provides  for  the  present  judges 
to  continue  in  office  for  a  period  of  G  yeais  after  the  enactment  of 
the  statute,  and,  thereafter,  to  be  given  preferential  consideration  in 
appointment  for  15-year  terms. 

I  think  the  difference  here  is  primarily  one  of  timing.  It  may  very 
well  be  that  the  Coinmission's  contemplation  that  one  year  would  be 
a  sufficient  time  to  institute  a  completely  new  svstem  was  unrealistic. 
The  subcommittee  may  want  to  consider  whether  6  years  is  unreason- 
ably long.  But  I  think  there  is  not  a  great  deal  of  differe7ice  in 
a]:>proach  or  intention  in  the  tvro  bills  except  for  this  matter  of  timing. 

Senator  Bfrdick.  ^Might  an  accommodation  be  aided  by  the  fact 
that  during  this  period  of  time  there  would  be  some  attrition? 

Mr.  jSIaksh.  Yes,  sir.  T  think  that  certainly  that  would  be  a  factor 
durinG:  whatever  period  of  time  was  selected.  There  would  be  resig- 
natio7is.  There  would  be  retirements.  So  that  if  it  were  indeed  deter- 
uiined  that  a  smaller  number  of  judges  were  needed  on  the  bench  in 
the  new  system,  it  might  very  well  work  out  that  at  the  end  of  what- 
oYcr  time  period  was  selected  all  of  the  sitting  judges  could  be  reap- 
pointed for  a  full  term. 

A  second  major  area  where  the  Commission's  approach  differs  from 
that  in  the  judges'  bill  is  in  the  treatment  of  the  trustee  function  in 
a  bankru])t^y  proceeding.  The  Commission  recoimnended  that  its 
proi)osed  administrative  agency  serve  as  the  trustee  in  all  liquidation 
cases,  as  distinguished  from  reorganization  cases,  unless  the  creditors, 
bv  a  substantial  numl^er.  indicated  a  desire  to  replace  the  administra- 
tive agency  with  a  privately  elected  trustee. 

The  proposal  of  the  bankruptcv  judges,  on  the  other  hand,  is  that 
private  trustees  be  coiitiiiued  in  all  cases.  However,  they  propose  that 
thei'e  be  a  panel  established  liy  the  Director  of  the  Adminstrative 
Office  of  qualified  trustees  nnd  that  the  trustees  appointed  must  be 
appointed  from  this  panel.  The  Director  of  the  Administrative  Office 
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is  given  the  authority  to  establish  rules  and  regulations  as  to  quali- 
fication. I  do  not  know  if  it  is  contemplated — although  I  assume  it 
^Yould  be  v\-ithin  his  authority  under  that  section — to  put  in  a  grand- 
father clause  for  persons  who  have  previously  acted  as  trustees  in 
bankruptcy  cases. 

Second,  "the  judges'  bill  proposes  that  the  appointment  of  a  trustee 
be  made  mandatory  in  all  liquidation  cases,  and  that,  of  course, 
means,  in  all  no-asset  cases,  and  that  a  minimum  $25  fee  be  paid  in 
each  one  of  these  cases  to  the  trustee.  This  is  permissible  under  the 
present  statute  and  under  the  new  rules  of  bankruptcy  procedure, 
although  it  is  also  permissible  for  the  court  to  decide  that  no  trustee 
is  needed  in  a  no-asset  case  if  there  are  no  functions  to  perform. 

A  $25  minimum  fee  paid  in  these  no-asset  cases  would  produce 
nationwide  a  total  revenue — not  to  the  Government,  but  it  would  be 
distributed  among  the  corps  of  trustees — of  between  $r)]  o  and  $5  mil- 
lion per  annum,  according  to  my  calculations,  depending  on  whether 
you  assume  150,000  or  up  to  200,000  no-asset  cases  that  are  filed. 

Senator  Burdick.  What  would  the  trustee  do  in  a  no-asset  case? 

Mr.  Marsh.  I  am  afraid  I  cannot  answer  that,  Senator,  In  the  dis- 
tricts where  the  $10,  the  present  $10  fee  has  been  paid,  and  trustees 
have  routinely  been  appointed  in  no-asset  cases,  I  think  the  evidence 
indicates  they  have  done  nothing.  Whether  $25  would  be  sufficient 
to  induce  them  to  do  something,  I  do  not  know,  or  what  they  would 
do  if,  indeed,  it  was.  You  might  think  that  this  was  intended  to  pro- 
vide a  portion  of  this  counseling  service,  but,  apparently,  the  sectioii 
of  the  bill  referring  to  counseling,  where  the  director  is  authorized 
to  employ  qualified  persons  or  to  contract  for  this  function,  would 
indicate  that  the  $25  would  not  co^'er  that  service,  but  if  the  trustees 
indeed  performed  this  counseling  function,  they  would  get  paid  foi' 
whatever  they  did  in  addition  to  the  $25. 

The  Commission  also  recommended  that  the  election  of  committees 
in  reorganization  proceedings  be  eliminated  and  that  committees  be 
a]3pointed  from  among  the  largest  creditors  in  the  estate.  The  reason 
for  this  was  that  it  was  our  judgment  that  the  election  of  these  com- 
mittees involved  primarily  a  maneuvering  for  business  by  lawyers 
who  wanted  to  control  the  committee  and,  therefore,  get  employed 
as  a  counsel  for  the  committee. 

This,  in  fact,  was  indicated  to  the  Commission  as  being  one  of  the 
greatest  scandals  in  the  present  administration  of  the  bankruptcy 
process. 

The  judges'  bill  would  provide  or  continue  the  election  of  comuiit- 
tees  by  creditors  in  chapter  XI,  what  are  now  called  chapter  XI  cases, 
althouirh  not  in  what  are  now  chapter  X  cases.  These  are  under 
chapter  VII  and  VIII  of  their  bill. 

Finally,  the  Commission  contemplated  that  the  administrative 
agency  would  provide  counseling  to  debtors  who  file  petitions  in  bank- 
ruptcy, consumer  debtors;  that  a  so-called  open-ended  petition  would 
be  filed,  and  only  after  the  debtor  had  received  counseling  from  the 
administrative  agency  would  he  select  a  wage  earner  plan  or  a  straight 
bankrui'itcy  discharge  or  a  compositioii  plan  where  he  paid  some  por- 
tion, although,  perhaps,  not  all  of  his  debts. 
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The  iiKlp:os'  bill,  as  I  have  already  indicated,  provides  for  the  same 
type  of  service,  which  will  be  coiitracted  for  or  provided  by  the 
director. 

However,  there  is  one  major  difference,  as  I  see  it,  in  their  approach, 
and  that  is  that  the  judges'  bill,  in  effect,  makes  it  mandatory  for  a 
lawyer  to  be  involved  representing-  the  debtor  in  all  cases.  It  provides, 
as  I  have  indicated,  that  the  director  of  the  administrative  office  or  his 
stalf  can  assist  the  debtor  in  preparing  his  petitions  and  schedules,  but 
only  if  it  is  determined  that  he  cannot  afford  what  is  called  the  normal 
fee  to  have  a  lawyer  do  this,  and,  second,  it  provides  that  even  if  the 
debtor  does  get  the  assistance  of  the  director  in  preparing  his  petitions 
and  schedrdes,  the  director  must  refer  him  to  a  lawyer  before  the  peti- 
tion is  filed. 

It  is  contemplated  that  a  list  of  lawyers  will  be  compiled  who  are 
willing  to  perform  tliis  at  reduced  fees,  since,  by  definition,  the  person 
who  is  being  assisted  by  the  director  cannot  afford  what  is  called  the 
normal  fee  for  legal  representation  in  connection  with  his  filing  for 
bankruptc}^  petition. 

I  think,  Mr.  Chairman,  that  those  are  the  highlights  of  the  differ- 
ences in  the  approach  which  is  taken  by  the  bill  proposed  by  the  Bank- 
ruptcy Commission  and  the  bill  proposed  by  the  bankruptcy  judges 
insofar  as  the  structure  and  organization  of  the  system  is  concerned, 
and  I  tliink  at  this  point  I  might  yield  the  floor  to  Professor  Kennedy 
for  any  preliminary  remarks  he  might  want  to  make. 

Senator  Buedick.  Professor  Kennedy  ? 

STATEMENT    OF    FRANK    KENNEDY,    EXECUTIVE    DI5ECT0K, 
COMMISSION  ON  BANEPJJPTCY  LAWS  OF  THE  UNITED  STATED 

jlr.  Kexxedt.  Senator  Burclick,  there  is  substantial  evidence  that 
the  principal  concern  of  Congi'ess  and  of  those  who  favored  the  crea- 
tion of  the  Commission  on  Bankruptcy  Laws  was  the  collection  of 
problems  arising  out  of  the  great  increase  in  consum^er  bankruptcies. 
The  Bankruptcy  Act  that  we  have  was  put  on  the  books  in  1898.  It  was 
rather  substantially  overhauled  in  1938.  But  the  most  dramatic  fact 
about  bankruptcy  since  1938  is  the  great  increase  in  the  number  of 
consumer  bankruptcy  filings.  And  the  first  Avhereas  clause  of  the  reso- 
lution creating  the  Commission  pointed  out  that  there  had  been  an 
increase  of  1000  percent  in  the  annual  filings  of  consumer  bankruptcy 
petitions  in  the  last  20  years. 

There  is  evidence  if  one  will  look  at  what  Congress  has  done  about 
the  Bankruptcy  Act  in  the  decade  of  the  1960's  that  Congress  was  con- 
cerned about  the  discliarge,  the  implementation  of  tlie  fresh  start 
policy  of  the  Bankruptcy  Act.  And  the  Commission  perceived  this  and 
gave  early  attention  and  throughout,  important  attention,  to  the  prob- 
lems of  con.smner  bankruptcy. 

In  1938,  a  new  feature  of  the  Bankruptcy  Act  added  by  the  Chandler 
Act  was  chapter  XIII  authorizing  the  filing  by  wage  earners  of  plans 
for  paying  tlieir  debts  out  of  future  earnings.  This  is  a  voluntary 
option  available  to  consumer  debtors.  It  has  had  sporadic  success. 
Across  the  country  the  pattern  is  very  spotty. 
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I  looked  at  the  data  for  1972  wliicli  was  most  readily  at  hand  and  i" 
1972  there  were  13  districts  in  the  country  where  more  than  700  peti- 
tions were  filed  in  each  siicli  district  in  1  year,  whereas  in  18  districts 
there  were  either  no  chapter  XIII  petitions  or  fewer  than  five. 

The  Commission  was  very  mucli  concerned  about  that  spotty, 
sporadic  use  of  chapter  XIII  and  sought  to  discover  the  reasons  for 
it.  The  reasons  are  various,  but  one  of  the  reasons  the  Commission  was 
convinced  chapter  XIII  has  sucli  a  nonuniform  use  throughout  the 
country  is  that  debtors  are  not  sufficiently  informed  about  the  options 
available  to  them.  In  districts  where  chapter  XIII  is  extensively  used, 
there  may  be  reason  for  doubt  that  debtors  even  know  they  have  the 
■option  of  straight  bankruptcy. 

In  other  districts  v/here  chapter  XIII  is  seldom  resorted  to,  there  is 
a  question  whether  debtors  ever  learn  of  the  possibilities,  the  advan- 
tages, of  chapter  XIII. 

The  Commission,  after  studying  chapter  XIII  and  its  use,  came  to 
the  conclusion  that  its  features  ought  to  be  retained  in  the  Bankruptcy 
Act  and  its  advantages  made  more  available,  its  possibilities  and  op- 
portunities made  more  attractive.  But  it  considerecl  as  a  very  important 
need  a  provision  of  information  about  chapter  XIII.  Chapter  XIII 
becomes  chapter  VI  in  the  proposed  new  bankruptcy  act.  Chapter  VI 
is  the  countei'part  in  the  proposed  bankruptcy  act  of  chapter  XIII  of 
the  present  Bankruptcy  Act.  Chapter  VI  is  retained  in  the  bankruptcy 
j  uclges'  bill. 

In  many  respects,  chapter  VI  in  the  bankruptcy  judges'  bill  is 
parallel  to  the  same  chapter  in  the  Commission's  bill.  While  it  departs 
in  some  respects,  the  judges'  bill  is  in  the  main  a  parallel  of  the 
■Commission's  bill.  The  Commission  came  to  the  conclusion  that  an  im- 
portant reform  in  respect  to  wage  earner  relief  was  to  provide  at  the 
outset  for  information  to  the  debtor  who  has  a  regular  income  so  that 
he  v\-ill  know  what  the  options  are  that  are  available.  And  so  the  Com- 
mission provided  in  its  section  dealing  with  the  filing  of  a  petition  that 
any  individual  with  a  regular  income  should  file  a  petition  that  does 
not  at  that  stage  particularize  the  relief  sought,  that  is,  either  straight 
barikruptcy  with  undelaycd  discharge  or  a  wage  earner  plan,  but 
should  simply  present  his  petition  seeking  relief  under  the  act,  his 
schedules,  and  statement  of  affairs. 

At  that  stage  he  would  receive  what  the  act  calls  counseling,  but 
the  Commission  contemplated  that  the  nature  of  that  counseling  would 
be  informational  counseling  that  would  tell  the  debtor  what  the  op- 
tions are  under  the  act,  what  the  features  of  straight  bankruptcy  are, 
what  the  features  of  a  plan  are,  and  the  Commission  proposed  to  make 
this  kind  of  relief  and  this  kind  of  counseling  available  only  to  per- 
sons with  regular  income  on  the  assumption  that  only  a  debtor  with  a 
fairly  regular  and  stable  income  can  propose  and  realistically  live  up 
to  a  plan  contemplating  payment  out  of  future  earnings. 

The  bankruptcy  judges  Jiiake  their  chapter  VI  available  to  a  larger 
group  of  [persons  than  those  i*eceiving  regular  income.  They  permit 
chapter  VI  relief  to  be  available  to  self-employed  individuals.  The 
Commission  considered  that  possibility  very  carefully  and  came  to 
the  conclusion  that  it  is  not  realistic  to  expect  that  self-employed  in- 
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dividiials  can  propose  and  li\e  up  to  a  plan  contemplatins:  rog-nlar, 
])erio(lif'al  payments  out  of  incomo.  And  so  (hero  is  that  diffeionre 
betAveen  tlio  Commission's  bill  and  the  bankruptcy  jndffcs*  bill. 

The  Commission  was  clear,  and  the  banki-nj^tcy  jndo-es'  bill  is  also 
clear,  that  there  Avonld  be  no  compulsion,  no  dictation,  not  even  any 
ndvico  to  the  petitioner  as  to  whnt  o[)ti()n  he  shonld  exercise.  He  should 
make  that  clioice  free  of  any  romi)ulsion,  actual  or  implied,  on  the  part 
of  the  Government,  on  the  part  of  the  counselor  at  the  office  whei'c  the 
petition  is  filed. 

The  bankruptcy  judges  go  further  than  the  C^omujission's  bill  in 
])rovidino-  n  referral  plan.  A  list  of  attorneys  to  vrhom  the  debtor  could 
be  referred  would  be  provided  under  the  bankruptcy  judges'  bill.  The 
Commission  did  not  in  any  way  indicate  the  necessity  of  the  propriety 
of  the  Government's  providing  for  that  kind  of  information.  If  the 
administrator  shonld  adopt  such  a  plan  nnder  the  act,  that  pei-haps 
Avould  be  consistent  v^-ith  the  statute.  But  in  ar^y  exent,  tliei-e  was  ]io 
disposition  on  the  part  of  the  Comuiission  either  to  comi^el  or  to  ex- 
clude in  any  Avay  advice  by  private  counsel.  The  Commission  con- 
templated tliat  ai'ter  the  debtor  learned  of  the  options,  he  would  then 
go  to  his  lawyer  and  with  the  advice  of  the  lawyer  determine  whether 
lie  wants  straight  bankruptcy  or  relief  under  cha]:)tor  VI. 

There  has  been  some  criticism  of  the  Commission's  bill  that  the 
Commission  proposed  to  elimhiate  lawyers  from  this  role.  Not  at  all. 
The  Commission  did  not  intend  in  any  way  to  exclude  the  role  of  the 
lawyer.  The  Commission  was  convinced  that  nnder  the  present  lav,-, 
debtors  are  not  getting  the  advice  they  need,  the  information  thev  need 
in  order  to  make  an  intelligent  choice  of  relief.  The  Commission  did 
not  deem  it  aj^propriate  to  put  any  ]:)ressnre  on  th.e  debtor  to  see  a 
lawyer  but  tliouglit  that  he  shonld  make  his  decision  with  snch  ontside 
counsel  as  he  sliould  wish. 

Senator  BtJRDicK.  Could  lie  make  that  decisio]i  without  counsel? 

Mr.  Kenxedy.  He  could  under  the  Commission's  bill,  and  I  suppose 
Ihe  bankruptcy  judges'  bill  would  not  requii-e  him  to  go  to  a  lawyer, 
but  he  would  be  informed  of  lawyers  on  a  referral  list  that  he  could 
go  to. 

There  are  seA'eral  other  features  of  the  proposed  legislation  tlitit 
have  special  impact  on  consumer  debtors  that  I  should  like  to  refei'  to. 

The  Bankruptcy  Act  today  incorporates  by  refei-ence  the  exemption 
laws  of  the  several  States.  The  Constitution  gives  the  Congress  power 
to  enact  uniform  laws  of  bankruptcy.  There  is  nothing  more  non- 
u.nifonn  in  this  country  than  the  exemption  laws  of  the  several  States. 
The  discrepancies  between  the  exemption  laws  are  available  in  the 
New  England  States,  for  example,  and  the  exemptions  available  in 
Texas.  California,  and  the  States  in  the  jNfiddle  "West.  Southwest,  and 
Far  West  are  amazing.  Yet,  the  debtor  who  goes  into  bankruptcy  gets 
the  exemptions  of  the  State  where  he  is  a  domiciliary. 

The  Commission  was  impressed  by  the  disparity  that  results.  The 
Commission  receiAed  practically  unanimous  recomviiendat ions  that  the 
exemption  l.'iws  applicable  in  bankruptcy  ought  to  be  reformed  and 
that  there  ought  to  be  a  Federal  exemption. 

The  Commission  considered  the  possibility  of  recognizing  State  ex- 
emptioris  in  bankruptcy  but  providing  a  floor,  a  minimum  exemption. 
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so  that  the  debtoi-  v.oukl  at  least  ^'et  a  certain  assurance  of  property 
which  would  be  enouoh  to  protect  him  from  pauperism.  The  Commis- 
sion also  considered  a  ceiling  on  State  exemptions  allowable  in  bank- 
ruptcy so  that  in  a  State  where  exemptions  are  extraordinarily 
iienerous,  there  would  be  a  maximum  on  the  exemptions  that  could  be 
claimed  by  a  domiciliary  of  the  State  in  bankruptcy. 

After  l(m;>'  and  careful  considei-ation  of  those  possibilities,  the  Com- 
mission came  to  the  conclusion  that  there  sh.ould  be  a  uniform,  lixed 
Federal  exemption  and  that  the  State  laws  should  not  be  available  or 
applicable  in  bankruptcy.  The  bankruptcy  judges'  bill  makes  a  de- 
])arUne  from  the  Commission's  Bill  in  this  respect,  by  giving  the 
debtor  an  option  to  choose  State  law  exemptions  or  the  Federal  law^s  but 
put  a  maximum  of  $25,000  on  the  exemptions  that  can  be  claimed 
under  the  Federal  bankruptcy  laws. 

That,  I  may  point  out,  incidentally,  would  require  the  debtor  to 
make  a  judgHient  and  the  court  to  make  a  judgment  as  to  how  one 
values  such^exeuiptions  as  alimony,  separate  maintenance  interests 
imder  pension  trusts,  and  a  number  of  other  kinds  of  exemptions  on 
wliich  no  ceiling  is  placed. 

I'iic  Commission' was  aware  of  the  objection  to  a  Federal  exemption 
that  if  the  Federal  exemption  is  more  generous  than  the  State  exemp- 
tion, debtors  w^ould  be  motivated  to  come  into  bankruptcy  to  get  the 
benefit  of  the  Federal  law.  If  the  Bankruptcy  Act's  exemptions  are 
less  generous,  creditors  might  have  a  motive  to  put  the  debtor  into 
bankruptcy  to  cut  down  what  the  debtor  could  claim  as  exempt. 

The  Commission  came  to  the  conclusion  that  there  woidd  be  no 
significant  impact  on  filings,  that  that  is  likely  to  be  more  of  a  theoreti- 
cal problem  than  an  actual  problem.  If  Congress  should  feel  it  is  a 
serious  matter,  Congress  could  do  under  the  Bankruptcy  Act  what  it 
has  done  under  the  Consumer  Credit  Protection  Act.  In  that  act,  it  has 
made  the  w- age-garnishment  exemption  a  lixed  jirovision  applicable 
inside  and  outside  of  bankruptcy.  That  w^age-garnisiiment  exemption 
is  binding  on  all  of  the  States,  though  Congress  also  allowed,  in  the 
Consumer  Credit  Protection  Act,  eacli  State  to  provide  a  more  gen- 
erous exemption. 

The  discharge  provisions  of  the  Bankruptcy  Act  have  been  the  con- 
cern of  Congress  over  the  last  15  years.  Three  times  during  the  decade 
oi^  the  19T0*s  Congress  amended  the  dis.^harge  provisions  of  the  Bank- 
ruptcy Act.  and  the  thrust  of  most  of  those  cliana'es  vvas  to  implement 
more  fully  the  fresh  start  policy  of  the  Bankruptcy  Act  to  give  better 
protection  to  the  debtor's  discharge  than  the  act  theretofore  provided. 
And  that  is  the  thrust  of  the  Commission's  ])roposals.  The  Conmiis- 
sion  believed  it  was  extending  the  policy  of  the  (^ojigress  as  evidenced 
in  the  legislation  of  the  1960's.  The  Commission  has  recommended  the 
elimination  of  the  nonpayment  of  a  filing  fee  as  a  ground  of  objection 
to  discliarge.  The  Supreme  Court  has  recently  ruled  that  it  is  constitu- 
tional for  Congress  to  require  a  filing  fee  to  be  paid  ni  order  for  a 
debtor  to  get  a  discharge.  The  Court  decided  that  question  by  a  5-to-4r 
vote,  but  certainly  there  is  no  intimation  at  all  in  the  Court's  opinion 
that  it  is  not  entirely  appropriate  for  Congress  to  eliminate  that  as  a 
ground  of  objection  to  discharge.  The  Commission,  on  evidence  it 
considered,  came  to  the  conclusio'n  that  if  indigents  are  allowed  to  file 
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and  seek  discharge  without  paying  filing  fees,  that  bankruptcy  courts 
are  not  going  to  be  inundated  with  indigents'  petitions. 

There  is  ver}^  convincing  evidence  that  that  number  of  indigents' 
petitions  will  not  be  large. 

Two  other  changes  in  the  section  dealing  with  objections  to  dis- 
charge may  be  mentioned  liere.  Tliere  is  now  in  the  act  a  6-year  inter- 
lude between  dischaiges.  That  is  to  sav.  if  one  has  obtained  a  discharge 
in  an  earlier  bankruptcy  case  filed  within  (>  years  of  the  case  in  which 
a  debtor  is  seeking  a  second  discharge,  the  second  discharge  will  be 
unavailable.  The  Commission  has  reduced  that  period  to  5  j'ears  and 
has  provided,  on  a  I'ecommendation  that  Avas  received  originally  from 
the  bankruptcy  judges,  that  in  special  hardship  cases,  a  discharge 
might  bo  available  in  less  than  5  years  after  an  earlier  discharge. 

There  is  in  the  present  Bankiuptcy  Act  now  a  provision  that  a 
false  financial  statement  may  be  the  basis  for  an  objection  to  dischai'ge 
of  a  business  debtor.  There  are  very  few  objections  filed  to  bar  the  dis- 
charge of  a  business  debtor  because  he  had  issued  a  false  financial 
statement  for  the  purpose  of  borrowing  money.  The  reason  that  is  so 
is  that  in  section  17.  dealing  witli  exceptions  to  discharge,  anyone  who 
gets  a  discharge  is  not  discharged  from  afiy  debt  that  is  based  on  an 
extension  of  credit  in  reliance  on  a  false  financial  statement.  The 
business  creditor  who  has  been  uiisled  to  his  detriment  by  a  false  finan- 
cial statement  issued  by  a  bankrupt  would  prefer  to  have  his  debt 
excepted  and  to  allow  the  debtor  to  get  his  discharge  because  it  is 
more  likely  that  the  creditor  who  was  harmed  by  the  false  financial 
statement  will  be  able  to  collect  if  the  other  debts  are  off  the  back  of 
the  debtor. 

So  in  eliminating  the  use  of  a  false  financial  statement  as  a  ground 
of  objection  to  discharge,  the  Commission  was  not  proposing  anything 
that  would  have  much  inipact  on  the  present  use  of  the  objection  in 
section  14.  Incidentally,  T  think  the  bankruptcy  judges'  bill  is  entirely 
in  agreement  with  the  Commission's  bill  in  the  catalog  of  objections 
to  discharge. 

The  exceptions  to  discharge  in  the  Commission's  bill  are  not  ex- 
tensively changed.  Here  are  the  significant  differences  between  the 
present  act  and  the  proposed  Bankruptcy  Act. 

We  liaA'e  eliminated  the  false  financial  statement  as  an  exception 
for  the  consumer-debtor.  The  Commission  came  to  the  conclusion  that 
that  measure  was  necessary  in  order  to  realize  the  objectives  that  Con- 
gress had  in  mind  when  it  enacted  the  dischai'geability  legislation  of 
1970.  As  you  will  remember.  Senator,  the  dischargeability  legislation 
of  1D70  requires  any  creditor  who  wants  to  rely  on  the  false  financial 
statement  excej)tion  to  file  an  application  or  a  complaint  in  the  bank- 
ruptcy court  within  the  time  specified  by  the  bankruptcy  judge  and  to 
get  a  determination  of  the  issues  that  may  arise  under  section  17(a)  (2). 
of  the  act.  And  if  the  creditor  does  not  file  this  application  and  get  a 
favoral)lo  determination  in  the  bankruptcy  court  on  that  issue,  that 
exception  is  not  thereafter  available  anywhere  to  the  creditor. 

"What  the  Commission  found  is  that  many  applications  are  filed  by 
creditors,  and  then,  after  the  application  or  coinplaint  is  filed,  the 
debtor  is  persuaded  to  settle  the  matter  or  to  execute  a  reaffirmation 
so  that  the  issue  never  gets  decided.  The  debtor  finds  it  easier  and  sinir 
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pier  and  advisable  for  many  reasons  to  moot  the  question  of  the  dis- 
chargeability under  section  IT  (a)  (2)  of  the  act  by  executino-  a 
reaffirmation,  a  promise  to  pay,  wliich,  under  existing  law,  is  enforce- 
able, even  without  any  new  consideration,  the  moral  consideration 
of  the  old  obligation  sufficing  to  make  the  poslbankruptcy  reaffirma- 
tion enforceable. 

So  the  Commission  came  to  the  conclusion  that  the  false  financial 
statement  now,  as  before  the  dischargeability  legislation  of  10T(»,  is 
still  being  utilized  as  a  lever  or  weapon  to  force  the  consumer-debtor 
to  honorthe  obligation  to  the  lender  who  took  that  false  financial 
statement.  And  so  the  Commission  came  to  the  conclusion  that  the  only 
way  to  deal  adequately  with  that  problem  was  to  eliminate  the 
false  financial  statemxent  exception  insofar  as  consumer-debtors  aie- 
concerned. 

There  are  tAvo  new  grounds  of  exception  to  discharge  in  the  proposed 
Bankruptcy  xYct.  The  Commission  was  told  that  there  are  debtors  who, 
typically  with  credit  cards,  will  go  on  a  buying  binge  shortly  before 
going  into  bankruptcy  and  in  contemplation  of  bankruptcy.  Having' 
acquired  a  number  of  new  assets  and  done  a  number  of  things  entirely 
pleasureable  and  enjoyable  on  credit,  these  persons  Avill  then  go  into 
bankruptcy  seeking  a  discharge  from  the  load  of  prebankruptcy 
indebtedness. 

The  Commission  was  not  given  any  reliable  information  as  to  jioav 
often  that  happens,  but  it  came  to  the  conclusion  that  that  kind  of 
thing  ought  to  be  prevented,  and  so  one  of  the  exceptions  is  for  any 
debtor  who,  within  the  90-day  period  before  bankruptcy,  incurs  indebt- 
edness in  contemplation  of  bankruptcy  and  without  any  intention  to- 
pay  the  debts  so  incurred. 

The  Commission  received  a  good  deal  of  input  from  those  who  are 
interested  in  the  educational  loan  program,  especially  from  spokesmen 
for  banks  nnd  loan  officers  of  educational  institutions.  The  thrust  of 
much  of  this  input  V\'as  that  there  is  such  a  risk  tliat  educational  loan 
borrowers,  after  getting  their  educations  on  borrowed  money,  wiJl  go 
into  bankruptcy  and  seek  to  relieve  themselves  of  tlieir  debt  burdens, 
that  the  educational  loan  program  is  in  some  danger  in  that  Congress 
may  not  feel  inclined  to  continue  its  support  unless  some  kind  of  limi- 
tation is  put  on  the  availability  of  bankruptcy  relief. 

The  Commission  never  did  receive  any  reliable  evidence  as  to  how 
much  resort  to  bankrupty  by  educational  loan  obligors  has  occurred,, 
but  the  Commission  was  convinced  tliat  if  the  educational  loan  pro- 
gram is  in  some  danger,  there  should  be  some  limitation  placed  on 
the  availability  of  discharge  relief  to  educational  loan  borrowers.  And 
so  it  provided  a  ]iew  ground  of  exception.  Any  educational  loan  bor- 
rower from  a  governmental  agency  or  from  a  nonprofit  educational 
institution  will  be  barred  fiom  getting  a  dischai^ge  from  educational 
loan  for  5  years  after  the  first  maturity  date  on  the  repayment  of  that 
obligation.  In  other  words,  the  educational  borrower  is  going  to  hav& 
to  live  with  that  obligation  for  at  least  5  years,  giving  an  opportunity 
during  that  interim  for  the  ler^der  to  seek  to  recover. 

There  is  a  proviso  in  the  proposal  that  if  it  appears  that  it  is  hope- 
less or  that  it  Avould  be  an  oppressive  burden  on  the  educational  loan 
borrower  to  pay  that  obligation,  the  court  would  have  discretion  to- 


28 

allow  that  discharge  within  the  o-j-ear  period  only  in  those  extraordi- 
nary circuiiirftances. 

I  am  just  iroing  to  refer  to  one  other  feature  of  the  proposed  act- 
treatment  of  the  reaffirmation,  I  have  indicated  that  the  Commission 
has  proposed  that  a  reaffirmation  of  a  discharge  debt  should  not  be 
enforceable  in  liankruptcy.  In  other  words,  the  discharge  would  be  an 
extinction,  would  extinguish  the  debts  so  that  it  could  not  be  a  basis 
for  an  enforceable,  legal  obligation.  If  a  debtor  pajs  or  if  a  debtor 
makes  a  proinise  and  performs  the  promise,  that  is  outside  the  con- 
templation of  tlie  law.  But  if  the  debtor  makes  this  kind  of  a  promise, 
it  would  not  be  enforct^aljle  in  courts  under  the  proposed  Bankrupted' 
Act. 

I  think  I  have  hit  the  high  points  of  what  the  Commission  sought  to 
do  for  the  consumer  bankrupt. 

Senator  Burdick.  Professor  Seligson,  would  you  like  to  testify  at 
this  time,  and  when  you  finish  we  will  ask  all  three  of  the  gentlemen 
questions. 

STATEMENT  OF  CHARLES  SELIGSON.  MEMBER,  COMMISSION  ON 
BANKRUPTCY  LAWS  OF  THE  UNITED  STATES 

^Ir.  Seligson.  I  am  sorry  about  the  delay  in  getting  here,  Senator 
Burdick,  but  the  plane  was  late  from  New  York.  The  shuttle  was  late. 

Being  late,  I  am  not  sure  just  what  has  been  covered  by  Professor 
Kenned}'  and  Mr.  Marsh. 

Senat<~ir  Bukdick.  The  two  gentlemen  who  have  preceded  you  have 
talked  about  the  consumer  phase  of  the  Commission's  report  and  the 
consumer  phase  of  the  judge's  bill  and  have  been  making 
coinparisons. 

Mr.  Seligsox.  Well,  I  shall  be  glad  to  answer  any  questions  or  to 
speak  to  the  consolidated  chapters  on  business  reorganizations  if  you 
would  care  to  have  me  do  so.  I  do  not  know  what  your  prograui  is. 

Senator  BrRDicK.  We  are  going  to  take  that  up  at  a  later  session. 

JNIr.  Seligson.  Oh,  you  are  confining  this  to  a  consumer  program  in 
this  session  ? 

Well,  I  did  hear,  of  course,  what  Professor  Kennedy  had  to  say.  I 
do  not  think  that  the  two  bills,  the  judge's  bill  and  the  Commission's 
bill,  are  two  far  apart  here,  and  all  I  can  add  to  what  has  been  said  is 
that  the  changes  that  are  being  made  in  discharge,  the  grounds  for 
discharge,  the  grounds  for  objection,  rather,  to  discharge,  which  really 
come  down  to  the  elimination  of  the  false  statement  in  writing  as 
grounds  for  objection,  and  the  other  one,  as  Professor  Kennedy  has 
pointed  out,  the  discharge  within  6  years  which  previous  discharge 
which  now  has  been  reduced  under  the  Commission  bill  to  5  years, 
there  is  this  to  be  said  about  that.  In  the  case — of  course,  today,  we 
are  confining  ourselves  to  the  consumer,  but  in  the  cases  of  smaller 
businessmen,  or  even  in  the  case  of  the  consumer,  if  he  gets  a  discharge 
and  cannot  get  a  new  discharge  for  6  years,  then  he  is  inopportuned  by 
peoi)le  in  business  who  want  to  extend  credit  to  him ;  strangely  enough, 
the  reason  being  they  know  he  cannot  be  discharged  for  a  period  of  6 
years,  and  it  seems  unfair  to  put  the  consumer  in  that  position  where 
credit  is  so  often  forced  upon  him.  And  I  think  that  5  years  is  even  too 
long,  to  be  perfectly  frank. 
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Nevertheless,  there  is  a  safety  valve  in  that  the  judges  may,  to  pre- 
vent hardship,  excuse  the  discharge  having  been  incurred  within  5 
years,  and  nevertheless  grant  a  discharge.  I  think  that  is  a  very 
salutary  change  m  the  law. 

And  again,  on  the  false  financial  statement  in  writing,  this  is  an 
exception  to  the  general  principle  which  underlies  or  undergirds  the 
grounds  for  objection  to  discharge  in  that  most  of  the  grounds  for 
objection  are  pervasively  applied  to  all  alike,  all  creditors  alike,  such 
as  the  failure  to  keep  or  maintain  books  and  records.  That  is  a  ground 
on  which  anybody  should  be  able  to  offer  an  objection  because  it  per- 
tains to  ail  creditors,  the  same  way  in  an  offense  which  is  punishable 
under  the  act.  And  this  is  purely  personal,  the  issuance  of  a  false 
financial  statement  to  a  particular  creditor,  and  reliance  on  it  uj)on 
which  creditors  extend  credit. 

Now,  we  have  preserved  that  as  an  exception  to  a  discharge  under 
section  17,  so  we  have  not  given  anything  away,  so  to  speak,  that  we 
should  not  have  given  away. 

1  might  say  that  this  brings  the  Federal  statute  in  line  with  the  New 
York  attachment  law  which  has  a  similar  ground  for  an  attachment, 
the  issuance  of  a  statement  in  writing  to  a  particular  creditor,  and  only 
that  creditor  can  take  advantage  of  it,  ancl  not  any  other  creditor  who 
is  not  harmed  by  it. 

On  the  other  hand,  the  exception  to  discharge,  which  is  the  false 
statement  as  to  the  consumer,  I  think  as  Professor  Kennedy  has 
pointed  out,  too,  so  often  these  consumers  are  imposed  upon  in  the 
issuance  of  these  statements.  So  frequently,  the  statement  is  not  made 
out  by  the  consumer,  and  when  he  goes  in  to  make  a  loan,  the  person 
who  is  in  charge,  or  who  is  supervising  the  lending  of  the  money  would 
answer  questions  and  say  I  will  make  out  the  statement  for  you,  and  so 
often  these  debtors,  consumer  debtors,  forget  that  if  a  relative,  a 
mother,  a  brother,  a  father,  a  sister  has  advanced  money,  that  that  is  a 
debt  which  should  be  disclosed,  and  then  not  disclosing  it  later  on,  that 
is  used  as  a  basis  now.  It  is  used  as  a  basis  to  make  that  debt  nondis- 
chargeable,  which  is  wrong.  And  the  Commission  found,  too,  in  its 
investigation,  and  in  the  hearings  that  were  conducted  by  the  Com- 
mission that  in  actual  fact  very  few  creditors  relied  on  that  false 
ffnancial  or  any  statement  issued  by  a  consumer  debtor. 

Senator  Burdick.  Would  you  care,  Professor,  to  speak  to  the  changes 
in  exemptions  ? 

Mr.  Sei.I'USox.  Yes.  This  is  a  change  that  troubled  us  a  great  deal 
because  of  the  nonuniformity  of  exemptions  as  they  exist  toda3',  ^^^ 
example,  in  New  York  where  only  10  percent  of  wages  are  exempt, 
plus  wliatever  exceeds  that  which  is  necessary  to  maintain  a  person, 
and  you  go  to  Penrisylvania.  and  all  wages  are  exempt.  You  go  to 
Xoi-tli  Car-olina  and  other  States,  you  cannot  reach  wages.  You  go  to 
Texas  wherr  you  have  got  real  estate  that  is  exempt  with  all  improve- 
ments. The  improvements  might  be  worth  hundreds  of  thousands  of 
dollars.  It  was  very  difficult  to  try  to  work  out  an  exemption  statute 
\vhi<'h  should  be  uniform,  and  which  would  be  fair  both  to  creditors 
and  to  debiois. 

Now,  we  struggled  with  this  problem.  We  recognized  that  if  we  did 
it  in  bankruptcy,  if  we  had  the  uniform  exemption  in  bankruptcy,  it 
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inio-ht  change  the  situation  in  reo-ard  to  filing  or  nonfiling  of  petitions, 
depending  iipon  the  State  v:here  the  debtor  had  his  domicile. 

I  do  beli(!ve.  T  think  "\ve  have  got  to  face  np  to  the  fact  that  when 
you  talk  about  exemptions  you  ai-e  talking  al)0ut  somethino-  that  seems 
to  be  very  close  to  the  hearts  of  those  people  who  administer  State 
governments,  states  vi'ihts,  and  tl^at  does  present  a  problem,  and 
While  1  feel  very  strongly  that  there  should  be  a  uniform  ex^r.^-ption. 
I  think  m  all  frank  candor  that  if  you  were  to  decide  that  it  might 
be  desirable  to  use  these  as  a  flooi-  instead  of  as  a  fixed  exemption  to 
go  across  the  boaid  so  that  States,  if  they  prefer  to  go  hiirher.  could 
do  it  and  grant  more  liberal  exemptions,  could  do  so,  I  vrould  certainly 
not  be  opposed  to  it. 

Senator  Burdick.  I  belieA'e  that  is  the  bankruptcy  judges'  position, 
is  it  not  ? 

Mr.  Seogsox.  In  eli'ect,  that  is  right,  tliat  is  correct.  You  do  have 
the  problem  of  having  the  uniform  exemptions  in  l)ankruptcy  and  not 
having  them  out  of  Ijankruptcy,  so  that  if  you  do — well,  th.at  is  a 
problem  I  think  we  just  haA^e  to  confront,  and  of  course,  (,'ongress 
can.  if  it  is  so  minded,  can  extend  the  exemptions  beyond  Inmicruptcj', 
as  has  been  done  in  other  areas  of  the  law. 

I  think  we  have  been  very  fair,  both  to  society  generally  and  to  the 
individuals  in  the  exemptions  that  wo  have  provided  in  this  new 
statute.  I  do  not  think  we  have  gone  wide  either  Avay.  I  can  say,  as 
yoa  probabl}'  know  youi'sclf,  this  is  the  subject  of  great  deliberation. 
Now,  if  there  are  any  other  topics  that  you  would  like  me  to  com- 
ment on  or  answer  any  questions,  I  should  be  happy  to  do  so. 

Senator  Eurdick.  Yes;  I  have  a  few  questions,  and  ary  one  of  you 
three  gentlemen  can  grab  at  them  as  3'ou  see  fit. 

The"  first  question  is,  a  critic  has  referred  to  the  U.S.  Bankruptcy 
Administration  as  a  "veritable  corporate  compendium  of  confiictirig 
interests,  powers  ai:d  duties."  Judge  Cyr  wrote  that  the  Administrator 
would  be  authorized  and  at  various  times  required  to  serve  as  a  judge, 
litigant,  counsellor  to  debtors,  advisory  and  consultant  to  creditors, 
appointor  of  fiduciaries,  clerk  of  the  court,  trustee,  receiver,  distribut- 
ing agent,  court  advisor-,  liquidator,  appraiser,  rulemaker,  and  regu- 
lator of  fees,  as  well  as  the  head,  of  an  indeponderit  Fe  Icral  Agency 
withiji  the  executive  branch  of  govermnent. 

How  do  you  answer  these  charges  which  indicate  that  the  neve 
administration  setup  will  create  just  as  many  conflicts  as  tlie  one 
wlii.'h  it  is  replacing ? 

.Mr.  ]\lARsn.  Senator,  the  answer,  I  thijik.  to  that  criticism  is  that 
there  is  no  place  to  resolve  the  present  problems,  no  effective  forum. 
Of  course,  a  referee's  decision  can  be  takeu  up  on  review.  The  sta- 
tistics show  that  tiie  number  of  cases  actually  taken  up  on  review  before 
the  di.sti-ict  court  are  minimal. 

Under  the  judges'  proposed  bill,  with  the  continuation  of  all  of  these 
functions  in  the  judge,  the  appeal  would  have  to  go  to  the  circuit  court 
of  appeals,  which  wovdd  make  it  prohibitively  expensive  in  many 
instances,  certainly  over  any  minor  decision. 

On, the  other,  hand,  under  the  proposal  of  the  Commission,  the  courr 
would'.be  available  for  review  of  all  decisions  of  the  administration 
at  any  Stage  of  the  process  without  this  great  expense,  and  the  objec- 
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tive  of  the  Commission  -was  to  make  the  court  independent  and  un- 
biased. An  administrative  agency  by  its  very  nature  may  liave  some 
tendency  to  bias,  and  if  it  Avere  proposed  to  make  it  as  .difficult  to  get 
a  review  and  reA'ersal  of  a  decision  of  tlie  Administrator  as  it  is,  for 
example,  to  review  a  decision  of  the  Securities  and  Exchange  Commis- 
sion, which  is,  as  a  practical  matter,  almost  impossible—I  say  as  a 
practical  matter  because  the  parties  cannot  afford  in  financing  ti-ans- 
actions  to  take  up  these  decisions— then  I  would  think  that  would  be  a 
very  serious  criticism.  But  here  there  is  a  specialized  court  immediately 
available  to  reverse  any  decisions  that  are  erroneous. 

And  these  functions  have  to  be  performed  by  someone.  We  could 
create  two  or  three  more  agencies,  perhaps,  and  divide  them  up  further, 
but  it  seemed  to  us  best  to  divide  theui  between  the  truly  judicial 
functions  and  the  others,  with  the  court  there  to  see  that  anj' erroneous 
decision  is  corrected. 

As  I  indicated  in  my  opening^  statement,  as  I  read  the  judges  bill, 
It  does  not  remo\'e  any  of  them  from  the  court  itself  except  in  one 
thing,  the  appointment  of  a  trustee. 

Senator  Burdick.  As  a  practical  country  lawyer.  I  was  just  wonder- 
nig  how  many  consumers  could  go  to  the  circuit  court  as  a  practical 
matter. 

]\fr.  Marsh.  I  do  not  think  it  would  be  very  many,  sir, 
Mr.  Seligsox.  Senator  Burdick,  I  have  read  and"  studied  the  judges' 
bill  and  noted  the  differences  between  the  judges'  bill  and  the  Com- 
mission s  bill,  and  quite  frankly  I  do  not  think  the  differences  are  as 
deep  and  as  wide  as  they  seem  to  be  on  the  surface.  I  think  that  the 
judges  are  agreed -^vith  the  Commission  and  agree  with  the  basic 
philosophy  of  the  Commission  which  is  that  thereshonld  and  must 
be  a  separation  of  the  judicial  functions  of  the  judge  from  the  admhi- 
istrative  functions  now  performed  by  the  judges.  This  is  the  basic 
thing.  ^ 

We  want  a  litigant  who  appears  in  the  banla'uptcy  court  to  feel  that 
there  is  no  bias  that  there  is  no  prejudice,  that  there  is  no  predisposi- 
tion on  the  part  of  the  court  to  favor  the  trustee  qua  trustee!  not  neces- 
'ni!L^'?r'.i  '^  trustee  happens  to  be  someone  Avho  may  have  been 
appointed  by  this  particular  court,  but  because  the  trustee  stands  there 
as  a  representative  of  all  of  the  creditors,  as  prime  parties  SJe^st  We 

tha^  IS  so  Th.-l'-^  °*  ^'"l  ^^i^V^^^^  prejudice,  but  the  apDeaiince 
that  is  so.  This  IS  a  court  of  law,  justice,  and  equity' where  dcodIc 
enter  mo  it  without  any  fears  that  things  will  be'  do^that  aL/in- 
.r  w;^;^^;^'"^^  ^"^  '^  "^^"5^3^  -ay  be  exercised,  ancSha^'L 
X^u\ti  ^  I  ^^^"^"^^y  ^^om.  we  did  provide  it  f  6  talie^w^y  from 
the  bankruptcy  judge  the  administrative  functions        -       ■ "  :-  ' 

-bor  example,  the  trustee  today  will  file  a  rei^ort  In  his  renort  he 
necessarily  must  point  out  the  progress  he  hasSnade  iif  his    nvL  ' 

iTi^c^^li'^^ml!^'^'  that  causes  of  action- should  bJlSd. 
It  lie  does,  he  >m11  make  an  application  to  the  court,  to  this  vetvjudo-e 

Now,  the  trustee,  if  authorized  to 'sue  in  tlie' b^nicrtintbi^  in^irt'-iiv 
pears  m  that  court,  files  a  complaint,  or  tlie  other  p^i^/fil^ 
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plaint,  tlie  croditor  seeks  to  reclaim  property.  The  iudfre  knows  all 
ahont  tlio  case  before  there  is  a  bit  of  evidence  introduced.  I  have  had 
the  experieiK'e  myself  of  having  a  bankruptcy  judge  say  to  a  witness, 
"Well,  that  is  not  the  way  you  testified  to  sextion  21a,"  and  this  is  a 
case  of  a  de  novo  trial.  We  do  not  w-ant  these  influences  to  be  around 
hovering  over  the  judge. 

As  I  say,  we  want  the  litigajit  to  feel  he  is  going  to  get  a  fair  trial, 
and  I  think  the  judges  agree  with  that  view  today.  They,  too,  want 
these  administrative  functions  separated. 

The  question  is — it  really  gets  down  to  this — what  are  administrative 
funrtions  and  what  are  really  judicial  functions,  and  if  you  first 
assume  that  we  can  resolve  this  question — and  I  think  we  can — what 
are  administrative  and  what  are  judicial,  then  the  question  is  we  have 
an  administrative  agency  of  some  kind— T  do  not  cai-e  wliere  you  put  it, 
personnally,  Avhether  you  put  it  in  the  judicial  department  or  put  it 
in  the  executiv^e  department  or  make  it  independent,  as  long  as  it  is 
completely  independent  of  the  judges.  And  tliat  is  the  l)asic  thinir. 

I  think  that  the  judges  would  go  along  with  a  proposal  of  that  kind, 
or  that  we  put  it  anywhere,  as  long  as  it  is  separate  and  distinct. 

Now,  then  you  get  to  what  are  the  administrative  functions,  and  if 
you  agree  on  those,  then  you  get  to  what  is  basic,  nnd  T  think  the  dif- 
ferences between  the  two  bills  is  this  question  of  sliall  the  administrator 
serve  as  a  trustee  in  these  liquidation  cases.  He  does  not  serve  as  a 
trustee  undoi-  our  l)ill,  under  the  Commission's  bill.  In  the  chapter 
cases^ — that  is,  the  reorganization  cases — it  is  in  those  cases  which 
eventuate  into  a  liquidation  of  tlie  assets,  and  here  there  are  problems. 
I  can  see  thei-e  are  problems  here,  but  I  think  they  can  be  overcome  by 
careful  wording  and  careful  handling  of  the  ]iroblem. 

Congress  may  say,  vv'ell,  we  do  not  want  the  administrator  to  serve 
as  a  trustee,  but  then  you  have  got  to  consider  the  alternatives.  We 
have  got  to  get  away  from  the  idea  that  the  judges  appoint  the  trus- 
tees, and  I  think  the  judges  are  willing  to  go  along  with  that  view,  too, 
so  that  you  get  to  the  question  ns  to  whether  we  should  ha^-e  panels  of 
trustees,  or  wliether  we  should  have  instead  of  panels,  let  tlie  creditors 
in  each  case  select  the  trustee  or  trustees  that  they  want  to  serve  in  the 
liquidation  cases. 

But  here  you  run  into  the  pioposition  that  I  have  found,  and  the  ex- 
perience, in  the  pei'sonal  ex]:)eriences  that  go  back  over  a  period  of  45 
years  in  which  I  have  handled,  I  should  think,  almost  every  kind  of 
case  that  could  possibly  come  into  the  bankruptcy  court.  T  even  had  to 
handle  a  case,  Senator  Burdick,  that  was  started  under  the  act  of 
1867  that  was  closed  and  reopened,  and  I  was  asked  to  be  there,  and 
I  served  under  one  of  the  Federal  judges  in  NeAv  York. 

And  you  will  find  that  creditor  control  is  a  myth,  and  you  haA^e  got 
to  invoke  the  |>rinc.iple  that  a))plies  in  Chapter  X  today,  that  you  liaA'e 
really  got  to  protect  the  creditors  against  themselves,  against  their 
inner  tension,  against  their  willingness  to  let  the  lawyers  run  things 
and  do  thing's  for  their  own  good  and  not  for  the  common  good  and  the 
good  of  the  creditors  generally. 

So  that  is  why  we  finally  got  to  the  point  of  saying,  well,  that  would 
be  an  administrative  service  of  a  trustee  in  these  cases,  in  the  adjust- 
ment and  liquidation  cases. 
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Apart  from  that,  if  you  have  an  administrator  and  lie  has  a  limited 
role  except  in  the  reorjranization  cases  that  we  can  talk  about  some 
other  time,  he  has  got  to  have  some  kind  of  niles,  and  the  only  rules 
that  they  will  promulirate  will  be  those  that  are  internal,  that  will 
not  be  material.  You  are  still  ijoino;  to  have  bankruptcy  ndes  which 
Avill  be  promulg:ated  by  the  U.S.  Supreme  Court  uncler  the  autliority 
heretofore  given  to  the  Supreme  Court. 

As  you  know,  I  have  served  on  the  Advisory  Committee  on  Bank- 
ruptcy Rules  for,  now  it  is  15  years,  and  we  have  come  up  with  the  new 
rules  in  (liupters  1  to  VII,  the  new  rules  in  Chaptei-  XI,  and  new  rules 
for  Chapter  XIII,  and  these  are  not  the  ru^es,  the  kind  of  rules  that  the 
administrator  would  promulgate,  so  that  the  rulemakinc;  power,  to  me, 
is  a  very  inunaterial  thing  and  not  a  very  important  aspect  of  the  duties 
or  functions  of  the  administrator. 

And  there  are  some  problems  in  the  wage  earner  cases,  that  is  true, 
on  giving  advice,  on  the  administrator  giving  advice  to  the  prospective 
wage  earner  in  bankruptcy.  There  I  think  we  have  to  have  some  safe- 
guards, perhaps  safeguards  that  we  do  not  have  in  the  Commission's 
bill.  We  do  not  want  the  administrator  certainly  to  be  giving  legal 
advice ;  that  is,  laymen  giving  legal  advice.  We  clo  not  want  that. 

There  are.  as  Professor  Marsh — to  me  he  is  still  a  professor  although 
he  is  a  very  successful  practitioner  in  Los  Angeles — he  pointed  out  the 
Commission  invited  comments  and  suggestions  for  the  improvement  of 
the  statute  that  the  Commission  proposed.  We  welcome  those.  And 
if  there  are  ways  in  which  we  could  tighten  up  the  controls  and  protect 
the  wage  earner,  the  consumer  bankrupt — and  they  are  80  or  90  percent 
of  the  cases,  and  they  are  the  consumer  cases — then  we  hope  the  com- 
mittee will  do  that.  They  are  constructive  suggestions  made,  and  they 
should  be  accepted. 

Xow,  if  there  are  any  other  questions,  I  am  prepared  to  answer  them, 
Senator  Burdick. 

Senator  Bi^dick.  There  will  be  a  few  more. 

Mr.  SeltcxSox.  Well,  thank  you.  I  will  give  Professor  Kennedy  a 
chance  to  be  heard. 

Senator  Burdick.  I  understand  that  the  thrust  of  your  thesis  is  that 
thereis  only  one  departure  between  the  judges'  bill  and  yours  on  this 
question  of  the  administration  of  the  consumer  bankruptcies.  That 
is  the  appointment  of  the  trustee,  and  the  argument  seems  to  be  that 
there  should  be  some  space  between  the  triistee  and  the  judge.  He 
should  not  be  appointed  by  the  judge  ? 

Is  this  the  theory,  that  he  should  be  independent  from  the  bank- 
ruptcy judge  rather  than  he,  appointed  by  him  ? 

jNIr.  INIarstt.  Well,  Senator,  I  think  you  have  to  distinguish  here 
])etween  the  straight  bankruptcy,  the  so-called  no-asset  bankruptcy, 
v.liicli  almost  all  consumer  cases  are,  and  Chapter  XIII  proceeding's. 
We  did  not  contemplate  that  there  would  be  any  tnistee  in  the  straight 
bankruptcy  cases  because  he  had  no  function  to  perform. 

As  I  indicated  earlier,  the  judges'  bill  makes  mandatory  an  appoint- 
ment of  a  trustee  in  all  cases  under  Chapter  V  of  the  two  bills,  the 
same  cha]:)ter  number  in  the  two  bills.  Chapter  V,  is  that  dealing  with 
liquidation.  It  deals  with  straight  bankruptcies  of  consumers.  It  mav 
be  ironical  to  talk  about  the  liquidation  of  nothing,  but  that  is  the 
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chapter  under  which  a  consumer  files  a  straight  bankruptcy,  and  as  I 
said,  they  make  mandatory  the  appointment  of  this  trustee  with  a 
$25  fee  in  everj^  case,  which  for  the  life  of  me  I  do  not  understand  why 
the}^  Avant  this  or  what  function  he  is  supposed  to  perform,  or  why  a 
person  who  I  think  anyone  would  agree  is  the  least  able  to  pay — that 
is,  a  man  doing  into  bankruptcy — should  be  taxed  to  support  this 
corps  of  trustees  to  the  tune  of  $25  per  person.  That  is  one  difference. 
As  to  tlie  Chapter  XIII,  the  present  Chapter  XIII  cases,  the  wage 
earner  plans,  which  is  chapter  VI  under  both  bills,  the  Commission 
bill  would  contemplate  that  the  administrative  agency  act  as  trustee 
ill  those  cases.  The  judges'  bill  proposes  the  continuation  of  what  is 
essentially  the  present  system,  and  that  is  a  standing  trustee,  a  private 
individual  who  essentially  by  contract  performs  the  function  of  a 
standing  trustee  in  the  wage  earner  plans  in  any  district  where  there 
are  a  sufficient  volume  of  those  cases  to  justify  a  standing  trustee. 

I  do  not  think  there  is  a  great  issue  here  as  to  whether  a  Government 
agency  or  a  standing  trustee  should  perform  this  function,  but  the  one 
X)oint  that  the  Commission  had,  in  saying  that  the  administrative 
agency  slioiild  get  involved  in  these  Cliapter  XIII  cases,  was  to  try 
to  remedy  to  some  extent  this  lack  of  uniformity  that  Professor  Ken- 
nedy mentioned  where  in  effect  straight  bankruptcies  are  discouraged 
in  one  district  and  Chapter  XII Fs  are  discouraged  in  another  district 
by  the  attitude  of  the  judges  and  the  bar  so  that  there  is  this  enormous 
disci-epancy,  and  it  is  not  changed  by  simply  appointing  a  Chapter 
XIII  standing  trustee  in  those  districts  where  this  is  the  usual  route 
of  the  consumer  bankrupt,  or  a  sufficient  number  of  them  that  there 
is  a  volume  of  cases  to  justify  a  standing  trustee.  There  is  nothing 
that  I  see  in  the  judge's  bill  that  would  give  anyone  nationwide  juris- 
diction to  attempt  to  remedy  that  situation. 

The  director  is  authorized  to  make  out  petitions  and  schedules  for 
those  de^jtors  unable  to  afford  a  normal  fee  of  an  attorney,  but  he  is 
prohibited  from  giving  him  any  advice  as  to  whether  he  should  file 
a  Cliapter  XIII  or  straight  bankruptcy,  or  even  ex])laining  that  option 
to  him.  PTe  has  to  send  him  to  an  attorney  who  again  will  reflect  the 
attitude  of  the  local  bar  as  to  whether  he  really  explains  the  option 
to  him  or  not. 

Senator  Burdick.  The  simple  fact  is.  the  nature  of  the  case,  heavy 
debt,  few  assets,  working  man,  there  is  little  or  no  service  that  a  ti'ustee 
could  i:)erform  under  either  Chaptei-  XIII  oi-  straight  bankruptcy. 

Mr.  Maksii.Tu  (^hapter  XIII  he  is  the  collector  of  the  uioney  fi'om 
the  employer  and  the  disbursing  agent  to  the  creditors  entitled  thereto, 
and  in  some  districts,  at  least  according  to  the  Chapter  XIII  trustees, 
thev  try  to  take  up  the  present  vacuum  in  effect,  in  the  counseling. 

Senator  Burdick.  That  is  a  routine  service,  is  it  not?  The  trustee  is 
salaried  for  making  distribution  and  so  forth. 
IMr.  ]Marstt.  Yes,  sir. 

Senator  Bttrdick.  This  bill  expands  the  jurisdiction  of  the  bank- 
ru])tcv  court. 

What  was  the  reason  that  led  to  this  expansion  of  jurisdiction  and 
v.'hat  were  someof  the  specific  events  that  led  to  this  ? 

As  I  u.7iderstand  it,  all  jurisdiction  now  regarding  all  lawsuits  pend- 
ing in  other  courts  is  lawfully  under  its  jurisdiction. 
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Mr.  Kexxedy.  One  of  the  senseless  tilings  that  goes  on  in  our  bank- 
ruptcy system  now  is  the  tremendous  amount  of  litigation  over  whether 
u  eonti'oversy  falls  within  the  summary  jurisdiction  or  the  plenary 
jurisdiction  of  the  courts.  There  are  categories  of  summai'y  jurisdic- 
( ion.  Sr.mmary  jurisdiction  is  a  term  applied  to  the  power  of  the  referee 
in  bankruptcy  to  determine  questions.  If  property  is  in  the  possession 
of  the  debtor  when  the  i^etition  was  filed,  the  referee  in  bankruptcy, 
called  the  bankruptcy  judge  under  the  bankruptcy  rules,  can  determine 
all  questions  that  arise  out  of  and  in  connection  with  that  property,  but 
if  the  adversary'  of  the  trustee  is  in  possession — and  possession  itself  is 
a  very  ambiguous  word,  it  drips  with  ambiguity,  Judge  Jerome  Frank 
said  one  time — and  if  certain  other  circumstances  are  present  in  a  case, 
then  tlie  adversary  of  the  trustee  is  entitled  to  litigation  outside  the 
bankruptcy  court. 

Sometimes  the  nonbankruptcy  court  may  be  only  the  State  court. 
Sometimes  tlie  trustee  has  a  right  to  sue  an  adversary  in  either  the  U.S. 
district  court  or  the  State  court.  But  the  point  is  that  vrhen  litigation 
involving  a  question  tJiat  must  be  losolved  in  the  bankruptcy  case  must 
be  relegated  to  some  nonbankruptcy  court,  then  the  whole  bankruptcy 
case  has  to  wait  the  reacliing  of  the  case  on  the  docket  by  the  nonbank- 
ruptcy court,  and  that  Utigation.  which  may  be  integrally  related  to 
the  dis])Osition  of  the  assets  and  the  payment  of  creditors  in  the  case, 
will  hold  up  the  bankruptcy  case. 

This  fractionation  of  the  litigation  that  ought  to  be  processed, 
liandled.  determined  expeditiously — expedition  is  crucial  in  bank- 
ru]:)ty — results  in  unnecessary  litigation  and  delay  and  expense.  Very 
often  a  trustee  will  have  a  good  cause  of  action,  but  if  he  has  to  proceed 
outside  of  the  bankruptcy  court,  the  delays  that  he  is  going  to  be  sub- 
jected to.  the  expense  he  is  going  to  be  subjected  to,  and  the  other 
]-isks  of  litigation  outside  the  bankruptcy  court  will  simply  deter  him 
from  ever  suing  on  this  im]5ortant  and  valid  cause  of  action. 

In  order  to  eliminate  this  expensive,  time-consuming  litigation  over 
tlie  distinction  between  summary  jurisdiction  and  plenary  jurisdiction 
and  eliminate  the  cost  and  extensive  delay  of  nonbankruptcy  court 
litigation,  the  Commission  proposed  that  all  litigation  involving  con- 
troversy between  the  trustee  or  the  debtor  in  a  case  involving  bank- 
ruptcy matters  and  adversaries  should  be  brought  in  the  bankruptcy 
court.  The  bankruptcy  court  would  have  discretion  to  allow  a  case  to 
proceed  or  a  question  to  be  resolved  in  a  nonbankruptcy  court  in  ap- 
]^ropriate  cases,  but  generally  all  of  this  litigation  will  be  brought  into 
the  bankruptcy  court  so  that  there  can  be  an  integrated,  uniform,  and 
expeditious  disposition  of  all  of  the  questions  that  would  arise  out  of 
this  bankruptcy  case. 

Senator  BurWck.  This  question  is  procedural,  but  suppose  you  have 
a  case  pending  in  the  State  courts,  over  the  question  of  whether  or  not 
a  particular  machine  is  on  lease  or  is  purchased,  and  the  question  is 
pending  Vvdien  iDankruptcy  is  filed. 

Is  that  case  automatically  transferred? 

]Mr.  Kexxedy.  Well,  there  is  a  provision  in  the  pro])Osed  Bankruptcy 
Act  for  the  removal  of  that  case  to  the  bankruptcy  court.  If  the  circum- 
stances indicate  that  expedition  and  good  judicial  administration  will 
be  better  served  by  allowing  the  case  to  sta}'  outside,  it  may  sta}^  there. 
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But  orfliiiarily  a  case  ouaht  to  be.  remove*]  from  bankru]^fcy  court,  so 
all  the  questions  can  be  resolved  expeditiously  in  the  bankruptcy  case. 

Senator  Bfrdicic.  The  next  question  will  be  asked  by  the  staff.  I  will 
have  to  be  excused  for  about  5  minutes. 

]Mr.  BiTRGUM.  Movinir  to  exemptions,  what  jreneral  ciiferia  was  used 
to  set  the  monetary  amounts  for  the  various  exemptions  ?  "Was  there  any 
formula? 

Mr.  Kennedy.  No  statistical  formula.  "We  looked  at  all  of  the  exemp- 
tion laws  of  the  50  jurisdictions  tliat  set  the  exemptions  now.  but  we  did 
not  have  any  statistical  formula  to  apply.  The  homestead  proposed  is 
not  an  averaofe  or  a  mean  of  all  the  homesteads  provided  by  State  law. 
Some  States,  you  know,  do  not  have  any  homestead  law,  but  the  recom- 
mended maxinnnn  was  a  jud<>;ment  ai-rived  at  in  the  light  of  a  study 
of  all  of  the  exemption  laws  across  the  country.  Let  me  point  out  that 
a  section  in  the  pro])osed  Bankruptcy  Act  provides  for  an  adjustment 
of  dollar  amounts  so  tliat  the  money  figures,  the  dollar  fio-ures,  may  be 
affected  by  a  change  in  the  general  economic  index.  A  $5,000  liomestead 
maximum  now  rnia'ht  go  up  as  inflation  affects  the  general  price  leA'^el. 

But  this  $5,000  figure  was  a  subjective  judgment,  howevev.  based  on 
all  of  the  information  we  could  gatlier  al:>out  the  exemption  laws  and 
the  like. 

Mr.  Marsh.  Could  I  just  comment  on  that  in  connection  with  the 
proposal,  the  alternative  proposal  that  we  have  a  Federal  uniform 
exemption  as  only  a  floor.  "\"\''hat  we  attempted  to  do  was  to  establish 
a  reasonable  level  of  exemption,  and  it  is  my  opinion  that  in  same  States 
the  level  of  exemption  is  higldy  unreasonable  in  both  directions,  and 
I  would  mention  specifically  the  State  of  California  from  which  T  come. 
There  was  a  recent  T"\^  program  rea"arding  bankruptcy  which  was  ad- 
vertised in  the  TV  supplement  to  the  Sundav  paper  as  a  program  on 
how  to  go  through  bankruptcy  and  remain  ricli  in  the  State  of 
California. 

I  think  rich  is  too  strong  a  word,  but  certainly  the  exemptions  per- 
mit a  level  of  affluence  that  seems  improper  for  a  debtor  who  is  imable 
to  pay  his  debts,  and  if  there  is  to  be  a  Federal  exemption.  I  do  not 
understand  the  fairness  or  logic  of  th-^  proposition  that  you  will  .^rive 
this  to  those  debtors  in  States  where  in  eA'eryone's  judgment,  at  least 
all  of  our  collective  judgment,  the  level  was  extremely  low,  too  low, 
and  yet  you  do  not  say  the  Federal  law  will  override  the  State  law 
in  a  state  where  the  local  exemption  is  unfair  in  the  sense  of  unfairly 
favorable  to  the  debtor.  My  colleague,  Pi'ofessor  Seligson,  says  that 
he  would  just  as  soon  accept  that  alternative.  I  really  think  the  exemp- 
tions proposed  by  the  Commission  are  sound. 

Mr.  Seijgsox.  I  do  want  the  record  to  show  T  would  much  pre- 
fer uniform  exemptions,  but  I  would  be  willing  to  accept  the  ]:)roposed 
exemptions  of  the  Commission  as  a  floor  if  it  is  not  practical  or  not 
feasible  to  obtain  the  legislation  which  gives  us  the  uniform  exemption. 

Senator  Burdick.  Section  4-508  purports  to  protect  against  dis- 
criminatory treatment  of  the  bankrupt. 

"Woidd  this  pi'ovision  tend  to  prevent  discriminatory  treatment  only 
by  agencies  of  the  Federal  Government  and  any  agency  of  the  various 
States  and  municipalities? 

What  was  the  record  ? 
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Mr.  Kennedy.  Certainly,  if  I  may  be  the  first  to  expound,  certainly 
the  Commission  was  thinkino-  primarily,  if  not  excliisivel}^  of  discrimi- 
nations imposed  by  the  Government.  We  v;ere  seeking  to  implement 
the  Perez  case.  There  are  regulations  rnd  laws  in  California,  most 
notably,  where  persons  who  have  been  dischar^-ed  as  bankruptcy  may 
be  denied  an  opportunity  to  engao-e  in  the  employment  for  which  they 
have  trained  themselves  and  had  experience  until  they  have  paid  their 
old  debts  not  withstanding-  a  discharge  in  bankruptcy,  and  we  were 
thinking  of  that  ki]id  of  State  law. 

There  is  a  case  where  the  administrator  of  the  Packers  and  Stock- 
yards Act  denied  an  opportunity  to  a  person  to  engage  in  business 
under  that  act  because  he  had  gone  tlirough  bankruptcy/  and  had  ob- 
tained a  discharge,  and  we  were  thinking  primarily  of  regulations  and 
legal  restrictions  depriving  persons  of  economic  opportunity  because 
they  had  gone  into  a  bankruptcy  or  had  obtained  a  discharge  in 
bankruptcy. 

Now,  the  language  that  you  refer  to  is  broadly  phrased  and  would 
be  susceptible  of  a  literal  interpretation  which  would  ])rohibit  any 
individual  from  discriminating  against  a  person  because  he  went 
into  banki'uptcy. 

The  Commission  did  not  address  itself  to  that,  and  Professor  Kobert 
Yiles,  in  fin  article  that  appears  in  tlie  Business  Lawyer,  says  that  that 
was  a  drafting  inadvertence.  I  am  inclined  to  think  so,  too.  Certainly 
the  Commission  did  not  discuss  and  I  think  probably  did  not  intend 
to  try  to  set  up,  a  regidation  on  private  activity.  I  personally  think  it 
is  practicallv  unenforceable  to  try  to  impose  a  rule  governing  private 
conduct  in  this  area. 

Nonetheless,  some  people,  including  Professor  Countryman,  have 
defended  the  broad  phraseology  of  the  provision.  I  think  the  Conunis- 
sion  did  not  intend  to  deal  with  anything  except  discrimination  by 
law,  discrimination  by  Government. 

Senator  Burdick.  Section  4-505h(7)  provides  that  the  5-year  ban 
on  dischaige  can  be  waived  on  the  inability  of  the  debtor  to  pay  a  debt 
as  a  result  of  causes  not  reasonably  within  his  control,  that  payment 
from  future  income  would  impose  undue  hardshi])  on  the  debtor  and 
his  dependents. 

Does  that  mean  the  discharge  could  be  issued  in  less  than  5  years  if 
the  court  so  held  ? 

What  do  3'ou  say  about  the  common  expression  you  hear  from  people, 
he  is  just  a  deadbeat,  he  is  in  business,  he  is  in  there  for  4  or  5  years  and 
the  court  gives  him  a  discharge  and  he  goes  back  into  business  and 
repeats  it.  I  am  just  giving  the  language  that  you  hear  from  people. 

What  is  tliere  to  prevent  that  from  actually  happening? 

Mr.  Seligson.  Senator,  if  you  are  talking  about  someone  engaged 
in  business,  then  you  are  talking  about  someone  who  could  easily  form 
a  corporation  with  nominal  capital,  and  that  man  today  by  using  the 
corporate  status,  could  go  into  bankruptcy  every  other  week.  There 
is  no  prohibition  against  it.  So  that  this  is  one  of  the  reasons  why  it 
is  wrong  to  penalize  the  man,  the  individual  Avho  does  not  incorporate, 
and  that  is  what  we  are  doing. 

We  are  saynig  today  under  the  present  statute  that  a  man  can  form 
corporations  every  week  and  go  into  bankruptcy  2  weeks  later  or  1 
month  later,  as  often  as  he  pleases. 
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Now,  what  we  have  done,  we  have  reduced  tlie  period  to  5  years. 
Xow  we  have  said  if  in  the  opinion  of  the  jud<re  on  the  basis  of  the 
facts  there  is  a  hardship  in  denyinjr  this  man  discharge  on  this  par- 
ticuLar  ground,  this  5-year  provision  can  be  waived. 

Now  that,  it  seems  to  me,  wouhl  keep  the  deadbeats  from  going  into 
bankniptcy  every  year,  everv  6  months,  or  every  other  year  because 
tlie  bankrupt  would  liave  to  demonstrate  to  the  satisfaction  of  the 
judge  that  his  pending  bankruptcy  was  due  to  circumstancps  over 
which  he  had  had  no  control,  and  would  constitute  a  hardship. 

Let  us  take  the  situation  today  with  people  getting  thrown  out  of 
work  for  no  reason  of  their  own  because  of  adverse  economic  condi- 
tions. A  man  has  gotten  a  discharge  2  years  ago.  He  did  not  anticipate 
Avhat  Avas  going  to  happen  and  he  finds  lie  cannot  pay  his  debts,  and 
his  creditors  are  pressing.  What  do  we  do  with  that  man.  how  do  we 
help  him?  Is  he  not  entitled  to  help?  Sliould  not  the  court  liave  the 
power  to  have  the  authority  to  excuse  the  fact  tliat  2  or  3  years  ago  that 
man  had  to  go  into  bankruptcy  ? 

I  do  not  think  that  this  is  uniust  to  anyone.  It  is  certainly  not  unjust 
to  the  creditors  if  creditoi-s  know  that  this  man  may  get  a  discharge 
within  the  5-year  period  because  of  hardship,  it  is  up  to  them  to  deter- 
mine whether  they  want  to  extend  credit,  whether  they  have  enough 
faith  in  the  individual  and  this  is  the — to  me.  this  is  basic  in  the  exten- 
sion of  credit  to  individuals  anyhow.  People  sliould  extend  credit  on 
the  basis  of  Avhat  they  know  about  the  man  or  woman  with  whom  they 
are  dealing.  That  is  what  the  banker  told  me  50  years  ago.  Senator 
Burdick,  when  I  was  in  my  teens  and  I  went  to  the  bank  to  get  a  loan. 
I  had  no  money,  I  wanted  to  start  something,  a  small  venture.  The 
banker  said,  I  have  known  you  now  for  many  years  and  I  am  willing 
to  rely  upon  you  to  repay  this  loan.  I  did  not  give  him  a  statement.  It 
was  not  much,  I  think  it  was  $1,000  or  $1,500,  but  it  was  a  lot  of  money 
to  me  at  the  time. 

Senator  Burdick.  I  am  not  sure  the  next  question  is  related,  but  it 
has  occurred  to  me,  would  not  some  of  your  same  argument  apply  to 
lowering  the  statute  of  limitations  on  various  debts? 

Mr.  Seligsox.  Shortening  the  statute  of  limitations? 

Senator  Bltkdick.  Yes. 

In  most  States  that  is  6  years,  you  know. 

Mr.  Seligsox.  That  has  a  different  premise,  the  statute  of  limita- 
tions. The  theory  of  that,  as  I  understand  it,  of  any  statute  of  limita- 
tions, is  that  memories  grow  weak  as  time  goes  on,  records  disappear, 
witnesses  disappear,  and  it  is  unjust.  It  is  a  different  premise,  a  differ- 
ent T'eason  behind  that.  Senator. 

I  do  not  think  there  is  a  real  analogy,  and  I  do  not  think  tluit — I  do 
not  think  this  is  something  that  ought  to  be  determined  anyhow  by 
bankruptcy  legislation. 

Senator  BrRoicK.  It  just  came  off  the  top  of  my  head.  I  did  rot  think 
it  was  related,  either. 

Mr.  Seligsox.  The  States,  in  their  wisdom,  may  decide,  and  they 
have  decided  that  in  some  cases,  that  for  a  certain  period  of  time  peo- 
ple ought  to  be  alert.  For  example,  1-  or  2-year  periods:  if  directors 
have  abused  their  powers  suit  should  be  brought  within  that  period  of 
time/ These  statutes  haA-e  been  determined  by  legislatures,  which  I  am 
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sure  have  made  inquiries  and  investigations,  and  then  decided  that 
that  is  the  wise  thing  to  do.  But  even  there  they  differ  from  State  to 
State  as  judgments  differ  on  people. 

Senator  Burdick.  Does  anyone  else  have  any  comment  on  reduc- 
ing the  discharge  period  to  5  years? 

Mr.  Kennedy.  I  was  just  going  to  say  what  we  are  doing  here  is 
implementing  the  fresh  start^policy  of  the  Bankruptcy  Act,  and  the 
special  provision  for  the  hardship'  case  recognizes  that  in  some  cir- 
cumstances implementation  of  the  fresh  start  policy  really  calls  upon 
us  to  give  the  person  who  is  in  this  plight  within  the  5-year  period 
a  fresh  stait  under  the  circumstances.  The  policy  of  the  statute  of 
limitations  is  to  prevent  stale  cases  from  being  litigated,  and  there  is 
not  any  fresli  start  policy  involved  in  the  statute  of  limitations,  as  I 
see  it.  And  that  policy  of  preventing  stale  litigation  probably  ought 
not  to  be  relieved  against  because  of  any  hardship  of  a  particular 
I)arty  to  the  ligitation. 

Mr.  Marsh.  Senator,  I  think  that  it  has  to  be  recognized  that  any 
period  is  arbitrary  in  this  connection  as  to  the  granting  of  a  discharge. 
You  cannot  demonstrate  that  5  years  is  better  than  6  or  that  6  is 
better  than  5  or  some  other  number.  It  was  the  collective  judgment 
of  the  Commission  that  a  1-year  reduction  was  appropriate  in  the 
present  6-year  period,  but  certainly  this  is  not  a  fundamental  part  of 
the  proposal  of  the  Commission  as  I  see  it. 

I  think  the  escape  hatch,  so  to  speak,  is  muxh  more  important  than 
whether  you  leave  it  at  6  years  as  it  is  now,  simply  on  the  basis  of 
there  is  no  reason  to  change  it.  and  do  not  change  it  to  5  or  any  other 
number,  but  the  escape  hatch  where  in  a  real  hardship  case  a  man  is 
not  denied  a  discharge,  even  though  whatever  period  that  is  selected 
has  not  yet  run,  I  think  that  is  a  more  fundamental  part  of  the  pro- 
posal than  simply  the  number  of  years. 

Senator  Burdick.  Professor  Seligson,  before  you  came  in  we  asked 
some  questions  about  other  phases  of  this  consumer  bankruptcy,  and 
the  one  I  had  in  mind  dealt  with  the  position  of  the  banla-uptcy 
judges — that  they  would  like  to  have  grandfather  rights. 

Would  you  like  to  speak  to  that  generally  ? 

]Mr.  Seligson.  Yes.  Speaking  generally.  I  tliink  that  the  bankruptcy 
judges  really,  I  suppose,  need  more  protection  tlian  the  Commission 
bill  provides  for  them.  I  am  afraid  that  to  apply  tlie  Commission's 
bill  to  the  present  bankruptcy  judges  wouhl  work  a  hardship  in  many, 
many  cases,  and  that  some  provision  ought  to  be  made  for  a  fold-in 
of  the  sitting  bankruptcy  judges.  In  one  respect.  I  do  not  tliink  I 
share  the  view  of  some  of  my  colleagues  on  the  Commission  and  staff 
that  as  a  result  of  this  bill  the  number  of  judges  that  will  be  needed 
will  be  appreciably  diminished. 

Taking  into  consideration  the  present  economic  conditions  and  the 
surge  in  the  filing  of  bankruptcy  petitions  during  the  last  12  to  18 
months  which  I  anticipate  will  continue  to  increase  and  go  forward 
during  the  next  at  least  2  years,  possibly  3  years.  Senator  Burdick.  I 
tliink  that  we  are  going  to  need  under  the  new  system  as  many  judges 
as  there  are  now  sitting,  and  particularly  if  th^-  additional'  plenary 
iurisdiction  is  given  to  t|ie  judges  as  should  be  done.  I  very  strongly 
believe  that  should  bo  done  because  I  have  had  experience  in  admin- 
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istering  cases  as  a  trustee  over  the  years,  and  I  realize  how  many 
cases  have  been  delayed.  They  are  closing  them  because  of  litigation 
that  has  to  be  carried  out  and  is  carried  out  in  otlier  courts. 

For  example,  I  have  a  case  today.  It  involves  a  good  deal  of  money, 
the  Ira  Haupt  case,  where  I  was  made  trustee  in  1964.  That  is  11 
years.  And  for  the  last  10  years  there  has  been  litigation  pending  in 
another  court,  whicli  I  am  sure  if  it  were  pending  in  this  court  would 
have  been  resolved  years  ago,  but  because  of  the  crowded  conditions 
of  the  calendar  and  other  things,  it  has  just  been  impossible  to  bring 
that  case  up  for  trial,  and  now  it  is  anticipated  it  will  be  tried  hope- 
fully in  the  spring  if  not  in  the  fall. 

I  think  we  are  going  to  need  as  many  judges  as  we  now  have.  Now, 
if  we  do,  where  are  we  going  to  get  these  judges?  I  do  not  think  it 
would  be  right,  I  do  not  think  it  would  be  fair  or  just  to  just  reject 
out  of  hand  all  of  the  judges  who  are  noAv  sitting  with  the  experi- 
ence that  they  have  accumulated  over  the  years.  We  have  very  many 
fine  sitting  judges  today,  bankruptcy  judges,  I  do  not  know  Avlietlier 
this  is  true  all  over  the  country.  I  would  assume  from  those  that  I  have 
met  that  in  a  large  measure  this  is  true,  because  T  know  judges  from 
Kentucl<y,  judges  sitting  in  Ohio,  judges  sitting  in  West  Virginia,  and 
in  Georgia,  and  New  York,  different  places  all  over  the  country  who 
are  first  rate,  and  I  would  not  be — I  wouM  not  have  any  apprehen- 
sion in  trying  any  case  before  any  one  of  these  judges. 

Now,  if  we  have  that  experienced  corps  of  judges,  I  think  we  have 
to  go  much  further  than  just  say  that  they  should  receive  prime  con- 
sideration in  the  appointments  or  reappointments.  You  have  got  prob- 
lems here  that  there  is  going  to  be  a  period  of  time  between  tlie  en- 
actment of  the  statute  and  the  time  when  it  becomes  effective.  There  has 
to  be  leadtime,  perhaps  18  months  or  2  years  or  something  like  that,  and 
then  after  the,  statute  becomes  effective,  it  is  going  to  be  2  or  3  years 
before  we  really  know  how  many  judges  we  are  really  going  to  need, 
and  experience,  you  know,  is  the  best  teacher  in  anv  situation,  and  that 
experience  will  tell  us,  will  tell  the  country,  and  those  who  will  deter- 
mine these  situations,  it  will  determine  who  shall  be  the  judge  and 
what  the  districts  will  be,  how  many  judges  and  what  the  district 
should  be. 

I  think  that  we  are  going  to  have — it  would  be  probably  4  to  6  years 
from  the  time  the  leoislation  is  enacted  before  we  really  know  "what 
we  are  going  to  need.  Therefore,  in  this  period  of  time  we  certainly 
oufifht  to  have  the  benefit  of  the  experience  and  wisdom  of  the  sitting 
judges.  And  T  do  not  think  you  could  sav  that  by  suggesting  or  provid- 
ing that  the  President  shall  make  appointments  immediately  after  the 
enactment  of  this  statute.  I  think  you  haA'e  got  to  have  a  fold-in  of 
some  kind.  Senator,  and  just  how  that  should  be  worked  out  as  such 
I  wouhl  lilvc  to  give  a  little  more  thought  to,  and  perhaps  I  cni\  help 
or  contribute  something  that  would  be  helpful  in  that  connection. 

And  then  once  we  know  where  we  are  .*roini>\  then  you  can  have  the 
permnneTit  anpointments.  appointments  foi-  10  or  15  ^^ears,  depending 
on  what  the  Congress  decides  the  term  should  be. 

Now,  that  takes  us,  of  course,  to  the  next  question.  It  is  intimately 
involved  here,  and  that  is  who  shall  make  the  appointments.  The  Com- 
mission provides  or  recommends  that  the  President  make  the  appoint- 
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mcnt,  fvnd  I  nm  all  for  that,  but  there  may  be  safeo-uardy  needed  or 
balances  needed,  checks  for  the  situation  where  for  one  reason  or  an- 
other, perhaps  political  reasons,  no  appointment  would  be  made,  no 
appointment  or  appointmeiits  should  be  made,  but  some  land  of  a 
compromise  mig-ht  be  worked  out,  only  initially,  so  to  oot  that  first 
corps  of  judo-es  started,  under  which,  perhaps,  the  conference,  the  U.S. 
Judicial  Conference  or  even  perhaps  the  judicial  circuits  could  con- 
tribute in  some  way  to  the  appointment  of  the  judges  initially  only. 

I  am  yery  strongly  of  the  opinion  that  ultimately  after  we  get  this 
system  established  and  going,  that  the  President  of  the  United  States 
ought  to  make  the  appointment. 

Senator  Bltt^dick.  What  you  are  saying,  then,  on  this  question  of 
appointing  judges  is  there  ought  to  be  a  5-year  break-in  period  before 
we  do  anything  in  a  permanent  way.  First  of  all,  we  will  know  how 
much  reduction  of  business  takes  place,  particularly  in  the  consumer 
areas  during  that  period  of  time,  and  there  is  another  factor  that  I 
touched,  upon  earlier,  that  during  this  S-j^ear  period  there  is  going  to 
be  considerable  attrition  also.  So  maybe,  again,  that  period  might  look 
better  to  us,  to  know  where  w^e  are  going.  Is  that  about  what  you  were 
sa'^'i  ng? 

Mr.  Seligson.  That  is  right.  I  think  that  is  exactly  the  way  I  feel 
about  it. 

Senator  Bukdtck.  Under  section  4-503,  exemptions  can  be  claimed 
by  the  debtor,  his  spouse,  his  dependents,  or  anyone  on  behalf  of  any 
of  them.  Is  it  possible  in  the  absence  of  language  establishing  priority 
on  the  yarious  persons  standing  to  make  claim,  to  have  an  inconsistent 
claim  made  by  various  persons?  Could  anybody  claim  a  different  ex- 
emption than  the  debtor  himself,  that  is  a  question? 

]\rr,  IMaksti.  No,  Senator,  it  certainl^^  was  npt  intended  that  the  de- 
pendents of  the  debtor  could  claim  a  different  exemption,  except  that 
they  would  have  the  right,  if  he  did  not  assert  it  himself,  to  do  that; 
but  the  evaluation  of  it  or  the  type  of  property  as  specified  in  that 
section  that  is  exempt  would  certainly  remain  the  same.  There  is  a 
special  pro^'ision  for  the  bankrupt  who  dies  while  he  is  in  a  proceeding, 
and  then  there  is  another  specific  exemption  directed  to  the  survivors. 
But  that  is  a  different  problem. 

Mr,  Kennedy.  Yes,  we  really  did  not  intend  to  depart  from  what  is 
the  pattern  under  the  present  act.  Sometimes,  you  know,  the  bankrupt 
himself  disappears,  and  the  law  has  been  applied  so  the  dependents 
who  are  the  beneficiaries  of  the  exemption  policy  can  get  the  protection 
oven  though  the  debtor  himself  has  disappeared.  We  intended  to  carry 
that  idea,  that  theme,  from  the  present  Bankruptcy  Act  into  the  pro- 
posed Bankruptcy  Act,  and  we  hope  that  that  is  what  we  provided  for. 

Senator  Burdick.  Well,  T  think  Ave  have  covered  the  ground,  gentle- 
men, for  this  morning,  at  least.  You  may  be  asked  questions  by  written 
interrogatories  or  something,  to  suit  your  convenience.  We  will  take 
care  of  it  some  way,  but  we  want  to  say  now  that  we  appreciate  your 
attendance  this  morning  and  trust  that  we  can  hammer  out  an  improve- 
ment in  the  Bankruptcy  Act  before  it  is  all  over. 

]Mr.  Marrtt.  Thank  you  very  much.  Senator.  We  appreciate  the 
opportunity  to  appear  before  you. 

[Whereupon,  at  12  :02  p.m.,  the  subcommittee  adjourned,  subject  to 
the  call  of  the  Chair.] 
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U.S.  Senate, 
Subcommittee  on  Improvement  in  Judicial 
Machinery  of  the  Committee  on  the  Judiciary, 

Washington^  D.C. 

The  subcommittee  met.  pursuant  to  recess,  at  10:10  a.m.  in  room 
2228.  Russell  Senate  Office  Building,  Senator  Quentin  N.  Burdick 
{chairman  of  the  subcommittee)  presidino-. 

Present :  Senator  Burdick. 

Also  present:  Tliomas  L.  Burgum,  deputy  counsel;  Robert  E. 
Feidler,  research  director-counsel;  and  Kathryn  M.  Coulter,  chief 
clerk. 

Senator  Burdick.  At  yesterday's  hearings,  we  heard  fi'om  members 
of  the  Commission  on  Bankruptcy  Laws  of  the  United  States  and 
covered  in  a  general  way  provisions  of  their  bill,  S.  236. 

Today  we  will  hear  from  the  bankruptcy  judges  and  explore  some 
of  the  provisions  of  their  proposed  Bankruptcy  Act,  S.  235. 

Our  witnesses  today  are  three  men  who  are  presently  serving  with 
great  distinction  on  the  bankruptc}^  bench,  Judges  Cyr,  Lee,  and 
Drake. 

Judge  Conrad  Cyr  is  from  Maine.  He  is  the  editor  of  the  American 
Bankruptcy  Law  journal,  the  second  vice  president  of  the  National 
Conference  of  Bankruptc}^  Judges,  and  has  served  on  the  bench  for 
tlie  past  H  years. 

Judge  Joe  Lee  sits  in  the  Eastern  District  of  Kentucky,  ^e  also 
serves  as  adjunct  instructor  at  the  University  of  Kentucky  College 
of  Law,  and  he  is  the  immediate  past  president  of  the  National.Con- 
lerence  of  Bankruptcy  Judges,  and  he,  too,  has  served  14  years  as 
judge. 

Judge  Homer  Drake  is  from  the  Nortliern  District  of  Georgia.  He 
is  chairman  of  the  Legislative  Committee  of  the  National  Conference 
of  Bankruptcy  Judges,  a  past  president  of  the  conference,  and  has 
served  for  11  years. 

All  of  these  gentlemen  have  written  and  spoken  extensively  in  the 
bankruptcy  law  field. 

Welcome  to  the  committee,  gentlemen,  and  you  may  proceed  in  any 
order  you  wish;  and  I  thought  that  after  you  had  made  your  presen- 
tations, v-^e  would  asJv;  some  questions. 

(4:3) 
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STATEMENT  OF  JUDGE  CONEAD  K.  CYR,  OIT  BEHALF  OF  NATIONAL 
CONFERENCE  OF  BANKRUPTCY  JUDGES;  ACCOMPANIED  BY 
JUDGE  JOE  LEE,  BANKRUPTCY  JUDGE,  EASTERN  DISTRICT  OF 
KENTUCKY:  AND  JUDGE  \V.  HOMER  DRAKE,  BANKRUPTCY 
JUDGE,  NORTHERN  DISTRICT  CF  GEORGIA 

Jiidfre  Cyr.  Thniik  you,  ISIr.  Cliairman. 

I  Jim  Conrad  K.  Cyr,  the  U.S.  bankruptcy  judge  headquartered  at 
Bangor,  Maine.  I  have  with  me  here  today  Judge  W.  Homer  Drake, 
Jr.,  of  Athmta,  who  is  chainnan  of  tlie  Conference  Legislative  Com- 
mittee; as  well  as  Judge  Joe  Lee,  who  is  a  principal  di-aftsman  of 
S.  235,  the  so-called  judges' bill. 

Mr.  ChaiT-man,  before  I  proceed  with  tlie  preliminary  statement.  T 
would  simply  like  to  apologize  for  the  condition  of  the  statement  which 
I  will  submit  this  morning.  liankruptcy  is  booming  in  Bangor,  as  it 
is  everywhere  else,  and  I  really  did  not  have  time  to  put  it  into  the 
finislied  forui  that  I  would  have  liked. 

In  addition,  however,  I  would  like  to  suggest  that  I  will  proceed 
along  the  lines  set  out  in  that  preliminary  statement,  and  I  will  iuA^te 
questions  from  the  Chair  at  any  time  in  the  interest  of  ejilightening 
you  on  those  things  in  wliich  you  are  most  interested. 

The  NalionrJ  Conference  of  Bankruptcy  Judges  was  organized  40 
years  ago  by  active  referees  in  bankruptcy,  now  known  as  bankruptcy 
judges,  for  the  primary'  pur])ose  of  promoting  impi'ovements  in  the 
]>rnetice  of  bankruptcy  law  and  the  administi'ation  of  justice  in  the 
bankruptcy  courts. 

The  conference  receives  no  financial  support  whatever  from  any 
public  or  private  source,  except  from  the  membershi]:)  dries.  Those  dues 
are  paid  in  by  active  or  retired  bankruptcy  judges  only.  The  pi'incipal 
educational  fmiction  of  the  conference  is  the  publication  of  the 
American  Ba7ikru]3tcy  Law  Journal,  which  is  a  quarterly  journal 
devoted  to  the  publication  of  learned  articles  in  the  field  of  bankruptc}^ 
law. 

The  National  Conference  of  Bankruptcy  Judges  comprises  among 
its  membership  92  percent  of  all  of  the  220  active  bankruptcy  judges  in 
the  country.  There  are  189  full-tiPxie  bankruptcy  judecs  and  ol  part 
time.  We  also  have  45  former  bankruptcy  judges  who  are  now  retired, 
who  are  members  of  the  conference. 

The  conference  appears  today,  of  course,  in  support  of  S.  235,  the 
so-called  judges'  bill,  M-hich  would  be  a  comprehensive  revision  of  the 
entire  Bankruptcy  Act  and  system. 

We  have  been  advised  by  the  Chairman  of  the  Committee  on  Bank- 
ruptcy Administration  of  the  Judicial  Conference  of  the  United 
States  in  response  to  our  request  for  an  o])portimity  to  apprise  tlie 
chainnan  of  the  views  of  our  ccmference  as  to  impi-ovements  in  bank- 
ruptcy administration  within  the  judicial  branch  of  Government,  that 
our  views  should  be  communicated  directly  to  the  Congress. 

In  doing  so,  however,  we  ask  that  neither  our  formal  statement  nor 
any  responses  to  questions  pro])ounded  to  us  during  the  course  of  our 
testimony  be  considered  an  efl'ort  to  interfere  Avith  matters  involvino; 
congressional  policy  or  as  ex]n'essions  of  policy  contrary  to  the  Judicial 
Cojiference  of  the  tlnited  States. 
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Now,-the  ])roblem  witli  inodoriiizinir  the  bankruptcy  laws  of  the 
United  States  is  a  chailenginp;  one.  Fortrinately,  however,  dne  to  the 
f oresio-ht  of  a  few,  Conoress  is  now  well  underway  toward  tlie  ulti- 
mate o:oal  of  attunino-  the  Amsrican  insolvency  systeui  to  the  demands 
of  our  Xfition's  highflyinf":  consumer  credit  economy.  We  have  noAv 
arrived  at  the  point  in  that  process  at  which  specific  jjroposals  for  the 
amendynent  of  that  act  are  l^eing  bi'oufl;-jit  before  the  Senate  and  House 
Committees  on  tlie  Judiciary,  whose  primary  responsibility  it  is  to 
initiate  legislative  reform  in  this  area. 

The  record  will  show  that  several  years  ago  the  Senate  Subcom- 
mittee on  Bankruptcy,  under  the  cJiairmanship  of  Senator  Burdick, 
and  the  Natioi^al  Conference  of  Referees  in  Bankruptcy  set  out  on  this 
important  public  errand  together.  I  think  it  is  important  to  note,  Mr. 
Chairman,  that  your  voice  was  the  first  and  has  remained  the  most 
consistent  to  be  raised  in  Congress  concerning  the  ui-gent  need  for 
modernization  of  our  antiquated  Federal  bankruptcy  law;  and  that 
bankiiiptcy  judges  wei-e  instrumental  in  priming  the  legislative  proc- 
ess through  their  disclosures  before  your  Subcommittee  on  Bank- 
ruptcy in  19G8,  of  the  serious  shortcomin.gs  and  inadec[uacies  of  the 
present  system. 

We  have  expressed  our  appreciation  in  the  past,  ]\Ir.  Chairman, 
for  the  oppoitunity  to  api:)i'i&e  your  committee  of  our  views  coiiceniing 
the  existing  condition  of  the  bankruptcy  courts  and  we  wish  to  do  so 
again  today  for  this  further  oppoi-tunity  to  present  the  thinking  of  the 
Nation's  bankru])tc3'  judges  respecting  the  various  comj^rehensive  pro- 
posals for  the  modernization  and  improvement  of  the  Bankruptcy  Act. 
It  is  Avith  o-ennine  respect  for  the  indispensable  conti-ibutions  of  the 
Burdick  Subcommittee  on  Bankruptcy  tliat  Ave  appear  in  this  forum 
once  again,  sijice  it  wns  here,  almost  7  years  ago,  that  the  testimony 
of  bauki-uptcy  judges  was  first  received  in  unanimous  support  of 
Senate  Joint  Kesolution  100  for  the  creation,  of  a  commission  to  study 
the  bankruptcy  laws  of  the  United  States. 

Tt  requires  ]io  more  than  a  momentaiy  gliuipse  at  the  legislative 
record  made  by  the  representatives  of  this  Conference  to  dispel  alto- 
gether any  thought  that  bankruptcy  judges,  either  then  or  now.  have 
contented  themselves  with  the  uiyopic  supervision  of  no-asset  bank- 
rupty  cases  or  for  that  matter  with  the  confirmatio7i  of  chapter  XI 
arrangements.  "Wliat  is  even  more  criticially  important  that  we  glean 
from  that  legislative  record,  however,  is  that  the  de]:)th  and  scope  of 
tlieir  testimony  clearly  establishes  that  no  public  official  in  an^'  branch 
of  Government  is  better  situat<?d  to  witness  the  <"ruel  effects  of  in- 
solvency than  the  bankruptcy  judge  and  that  Ave  avouIcI  haA'e  been  less 
than  coinpeteut  if  we  had  not  seen  the  need  for  change  and  less  than 
i'es]^onsible  had  we  not  urged  it. 

The  record  of  the  efforts  and  contributions  of  our  conference  in  pro- 
moting improvements  in  bankruptcy  law  and  administration  leaves  no 
room  for  questioning  either  the  motivations  or  the  democracy  of  the 
process  by  which  the  opinions  and  recommendations  of  individual 
bankruptcy  judges  were  both  invited  and  considered. 

The  template  work  by  Judge  Joe  Lee,  of  Lexinoton,  Ky.,  outlining 
an  entire  study  plan  for  use  by  the  Committee  on  the  Judiciary  of  the 
U.S.  Senate  is  indicative  of  the  understanding  which  bankruptcy 
judges  have  of  the  problems  in  contemporary  bankruptcy  administra- 
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tion  and  of  the  depth  of  their  commitment  to  the  correction  of  those 
problems  within  a  modernized  court  system. 

We  know,  liowever,  that  it  Avas  fortunate  indeed,  particularly  for 
the  hundreds  of  thousands  of  American  citizens  who  will  experience 
the  harsh  impact  of  insolvency  durinpr  the  years  immediately  ahead, 
that  our  earlier  appeals  for  improvements  in  bankruptcy  law  and  ad- 
ministration v.cre  heeded  years  ago,  first  in  this  forum  and  in  due 
course  by  the  entire  Congress. 

With  the  most  serious  nationwide  economic  crisis  since  the  Great 
Depression  already  upon  us,  the  next  few  yeai-s  will  demonstrate  with 
accelerating  urgency  the  need  for  achieving  the  most  modern  and 
effective  insolvency  system  that  Congress  can  devise. 

Therefore,  we  were  delighted  to  learn  of  the  ambitious  schedule  pre- 
scribed by  the  committee  for  legislative  hearings  on  S.  235  and  S.  236, 
Avhich  holds  forth  some  hope  that  a  new  Bankruptcy  Act  may  be  en- 
acted before  the  end  of  1976.  With  the  onset  of  the  heaviest  bank- 
ruptcy filings  in  history  already  a  reality,  congressional  action  cannot 
come  too  soon. 

I  might  say  for  the  record  at  this  point,  Mr.  Chairman,  that  during 
the  first  half  of  the  fiscal  year  1974,  a  period  from  July  1,  1974,  to 
December  31, 1974,  there  were  116,000  bankruptcy  cases  filed,  a  33-per- 
cent increase  over  the  corresponding  period  the  year  before.  Based  on 
the  projections  that  are  customarily  used  in  these  matters,  which  al- 
ways show  that  there  is  a  greater  increase  in  the  second  half  of  the 
fiscal  year  than  in  the  first,  a  conservative  projection  is  that  there  will 
be  2r)0,000-plus  cases  filed  this  year  as  opposed  to  208,000  in  1967, 
which  was  the  largest  year  on  record  in  prior  history. 

Senator  Burdick.  Could  you  tell  me  what  percentage  of  those  were 
consumer  bankruptcies  ? 

Judge  Cm.  Yes,  sir.  It  has  changed  somewhat.  Approximately  12  to 
13  percent  are  now  business  cases,  but  the  entire  balance,  in  the  neigh- 
borhood of  88  percent,  are  consumer  cases.  Although  there  is  no  reli- 
able means  of  projecting  future  bankruptcy  volume  on  a  long-range 
basis,  it  certainly  is  clear  that  we  are  rapidly  approaching  300,000 
bankruptcy  filings  a  year,  if  not  this  year,  probably  within  the  next 
three. 

The  hearing  schedule  now  programed  would  assure  that  the  promis- 
ing legislative  momentum  presently  achieved  will  not  be  jeopardized 
and  that  Congress  will  have  the  opportunity  to  act  quickly  ou  this 
important  problem. 

I  will  now,  just  for  the  record.  Mr.  Chairman,  give  a  brief  history 
of  the  legislation  leadiiig  up  to  the  creation  of  tlie  (Commission,  since 
I  think  its  legislatiA^e  history  is  also  important  to  the  consideration 
of  these  bills.  .,  c,.i'"' 

Senate  Joint  Resolution  100,  which  Avas  the  original  legislatiA^e  pro- 
posal for  the  creation  of  a  bankruptcy  study  commission,  Avas  offered 
and  sponsored  by  yourself,  Mr.  Chairman,  and  was  introduced  ini- 
tially in  the  U.S.  Senate  cluring  the  90th  Congress.  Hearings  AA^ere 
held  before  your  subcommittee  during  that  year.  Tweh^e  Avitnesses 
appeared  who  Avere  unanimously  in  support  of  Senate  Joint  Resolu- 
tion 100.  SeA^en  of  those  witnesses  were  bankruptcy  judges.  Senate 
Joint  Resolution  100  passed  the  Senate  during  that  session,  but  no 
action  was  taken  at  that  time  by  the  House. 
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Immediately  upon  the  commencement  of  the  91st  Congress,  Mr. 
Chairman,  you  reintroduced  this  legislation.  It  then  became  known 
as  Senate  Joint  Resolution  88.  During  that  session,  it  passed  both 
the  Senate  and  the  House,  but  passed  the  House  with  amendments. 
The  only  controversial  amendment  to  the  original  Senate  version  of 
the  resolution  was  the  elimination  of  the  requirement  that  no  less 
than  two  of  the  members  appointed  to  the  Connnission  on  the  Bank- 
ruptcy Laws  of  the  United  States  be  bankruptcy  judges.  The  Judicial 
Conference  of  the  United  States,  represented  by  the  chairman  of  its 
Connnittee   on    Bankruptcy   Administration,    expressed    determined 
opposition  to  the  appointment  of  referees  in  bankruptcy  to  member- 
ship on  the  Commission.  Xotwithstanding  overwhelming  support  for 
the  inclusion  of  bankruptcy  judges  from  virtually  all  of  the  witnesses 
and  groups  appearing  before  the  House  and  Senate  committees.  Judi- 
cial Conference  opposition  alone  carried  the  day  and  resulted  in  the 
deletion  by  the  House  of  Representatives  of  the  requirement  for  the 
appointment  of  referees  in  bankruptcy  and  practicing  attorneys  to 
membership  on  the  Commission. 

Senator  Burdick.  in  yielding  to  the  amendment,  did  so  only  reluc- 
tantly, as  his  remarks  to  his  colleagues  on  the  floor  of  the  Senate 
plainly  reveal  and  I  quote: 

The  House  eliminated  the  requirement  that  two  of  the  appointees  should  be 
active  practitioners  in  the  field  of  bankruptcy  law  and  two  should  be  active 
full-time  referees  in  bankruptcy.  While  I  would  have  preferred  that  the  final 
A'ersion  of  the  bill  contain  these  restrictions,  especially  those  pertaining  to  the 
appointment  of  referees,  I  am  satisfied  that  the  legislative  history  of  the  measure 
adequately  details  the  desirability  of  making  such  appointments. 

Of  course,  even  if  common  sense  had  not  compelled  it,  the  legislative 
history  of  Senate  Joint  Resolution  88  did  indeed,  as  the  Senator  sug- 
gested, aliundantly  detail  the  desirability  of  api^ointing  referees  in 
bankruptcy  to  membership  on  the  Commission,  just  as  it  establishes 
that  the  contrary  view  prevailed  for  reasons  other  than  the  persua- 
siveness of  its  rationale. 

Obviously  not  satisfied  with  the  reasoning  advanced  in  support  of 
the  ])roposal  to  exclude  referees  in  bankruptcy  from  membership  on 
the  Commission,  the  chairman  pursued  the  point  vigorously  during 
the  course  of  the  Senate  hearings.  Xor  was  Senator  Burdick  alone 
among  tliose  who  seemed  unimpressed  with  the  wisdom  of  the  r)ro- 
posal  to  bar  referees  from  the  deliberative  process  by  means  of  wdiicli 
the  Commission  would  reach  its  conclusions  and  fashion  its  recom- 
mendations for  improvements  in  bankruptcy  administration.  The. 
chairman  of  the  National  Bankruptcy  Conference,  the  Department 
of  Justice,  and  several  experienced  bankruptcy  practioners  also  volun- 
teered their  approval  of  the  appointment  of  referees  in  bankruptcy. 
It  was  )iot  to  be,  hovfever.  and  notwithstanding  Senator  Burdick's 
legitimate  expectation  that  the  legislative  record  itself  clearly  demon- 
strated the  desirability  of  appointing  referees  in  bankruptcy  to  the 
Commission,  neither  the  Chief  Justice  nor  the  President  appointed  a 
referee  in  bankruptcy.  Instead,  the  Chief  Justice  appointed  two  dis- 
trict judges,  including  the  Chairman  of  the  Judicial  Conference 
Bankruptcy  Committee. 

Notwithstanding  their  exclusion   from  Commission   membership, 
however,  bankruptcy  judges  and  their  Conference,  which  we  have  the 
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honor  trt  fe|) resent  here  today,  have  redoubled  their  individual  and 
or.'franJz;iti6hfil  efforts  to  conceive,  considci-  and  foster  proposals  for 
iniproveihonts  in  bankriiptcy  law  and  administration  in  cooperation 
with  the  Commission  on  the  Bankruptcy  Laws  of  the  United  States. 
Tlie  narrative  of  the  scope  and  extent  of  those  efforts  speaks  volumes 
about  the  commitment  of  this  Conference  to  the  betterment  of  the 
American  bankruptcy  court  system. 

It  is  of  moi'c  than  passino-  si<rniticance  that  it  be  recorded  that  where- 
as the  G6inmis=;ion  on  the  Bankruptcy  Laws  of  the  United  States,  with 
its  substantial  investment  of  public  funds,  and  a  staff  of  27.  held  21 
mootinrj^s  TaJ^tin^L!:  a  total  of  44  days,  the  Liaison  Committee  of  the  Xa- 
tionid  Conference  of  Baiikruptcy  Jud<res  itself  held  13  working  meet- 
iuQ-s  lasting  a  total  of  40  days  over  the  3-year  period  during  which  it 
labored  to  orifrinate  and  study  recommendations  for  chancre  and  finally 
to  di-afi  the  propos^^d  Bankrnntcy  Act  of  197-,  now  S.  235. 

Tn  addition,  more  than  200  bankruptcy  judges  devoted  a  minimum 
of  1.800  'msin  hours  in  respondino;  to  Liaison  Committee  inquiries, 
Avhich  w;ere  then  collated  by  the  committee.  Furthermore,  there  were 
four  geAiei'al  membership  meetings  of  tlie  Confererice  during  tliis 
period,  at  which  consideration  and  debate  over  proposals  for  the  coui- 
pi-ehensivp  amendment  of  the  Bankruptcy  Act  received  primary  at- 
tention. The  sole  sources  of  support  for  this  extraordinary,  if  not  U7i- 
precedented,  undertaking  hnve  been  the  vniflagging  energies  of  indi- 
vidual banki'Ujttcy  judges  and  their  rapidly  dwindling  Conference 
treasury; 

T  might  say  in  that  regard,  also.  ISIr.  Chairman,  that  our  committee 
was  comprised  of  seven  bankruptcy  judges.  They  were  from  every  part 
of  the  United  States,  and  they  represented  every  conceivable  caseload 
mix  tha;t  is  likely  to  be  encountered  in  this  country.  They  came  from 
California,  Texas.,  Kansas.  Maine,  Kentnoky,  Georgia,  and  West  Vir- 
ginia. These  gentlemen  worked  a  period  of  3  years  once  the  Commis- 
sion began  sitting,  and  for  a  period  of  V-A  years  since  that  time,  and 
1  year  before  the  Commission  ever  sat.  studying  what  should  be  the 
general  approach  taken  to  the  study  of  the  bankruptcy  law. 

Now,  in  light  of  this  genesis.  Ave  believe  that  S.  235.  in  support  of 
which  we  appear  here  today,  i-epresents  a  careful,  workmanlike  and 
yet  responsibly  innovative  legislative  proposal  for  the  modernization 
and  impi'ovement  of  Federal  bankruptcy  administration.  We  are  con- 
vinced on  tlie  basis  of  long  exjierience  gained  at  the  firing  line  in  bank- 
ruptcy administration  that  S.  235  is  pi'eferable  in  manv  important 
respects  to  S.  236,  the  so-called  Commission  bill,  because  it  represents 
a  more  responsive  rejoinder  to  the  congressional  mandate  authorizing 
a  study  of  our  ban.kruptcy  system,  by  reason  of  the  fact  that  it  pro- 
poses moi'e  practicable,  better  proT)ortioned  and  more  innovative  solu- 
tions for  the  important  shortcomings  of  the  present  svstem. 

XoAV.  the  measure  of  the  merits  of  that  contention  is  whether  the 
legislative  purposes  of  Senate  Joint  Resolution  8S  were,  in  fact,  met 
by  the  these  proposals.  The  preamble  of  Senate  Joint  Resolution  88 
reflects  unm.istakably.  as  Professor  Kennedy  indicated  yesterday, 
that  it  was  primarily  the  rise  in  consumer  bankruptcy  cases  which  led 
to  the  creation  of  the  Commission. 
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The  legislative  history  is  highliohtecl  by  its  strong  emphasis  upon 
the  seriousness  and  importance  of  the  consumer  insolvency  problem. 
In  your  personal  testimony  before  subcommittee  No.  4  of  the  House 
Cornmittee  on  the  Judiciary,  Mr.  Chairman,  you  demonstrated  that 
during  the  three  decades  since  1939  the  population  of  the  United  States 
increased  from  130.5  million  to  202.3  million,  which  on  an  index  of  100 
is  an  increase  to  155 ;  during  the  same  period,  however,  consumer  credit 
increased  from  $6.4  to  $112.9  billion  and  bankruptcy  filings  increased 
from  51.000  to  185,000,  92  percent  of  which  were  consumer  cases,  at  that 
time,  increases,  on  an  index  o.f  100,  to  1,722  and  363,  respectively. 

I  might  say,  ISlr.  Chairman,  that  today  the  consumer  installment 
debt  obligations  in  this  country  exceed  $200  billion  and  bankruptcy 
filings,  of  course,  now  are  rather  consistently  above  200,000  per  year. 

Now,  the  Commission  on  the  Bankruptcy  Laws  of  the  United  States 
was  brought  into  being  primarily  as  the  result  of  congressional  concern 
for  the  urgent  need  ot  update  and  attune  the  federal  bankruptcy  sys- 
tem to  the  realities  of  our  contemporary  consumer  credit-oriented 
economy,  and  therefore,  it  is  particularly  disappointing  to  note  that 
the  Commission  did  not  number  among  its  members  a  single  individual 
with  substantial  experience  in  consumer  bankruptcy  administration 
or  practice,  despite  its  genesis  in  response  to  the  compelling  need  to 
design  and  foster  the  development  of  a  more  effective  consumer  bank- 
I'uptcy  system,  consumer  proceedings  comprising  as  they  have  for  more 
than  a  decade  over  90  percent  of  all  bankruptcy  cases  filed.  It  is  as 
riinua;h  a  commission  were  created  to  study  and  recommend  improve- 
ments in  surgical  procedures  and  its  membership  comprised  only  hos- 
pital trustees  and  physicians,  without  a  single  surgeon. 

Consumer  cases,  Mr.  Chairman,  in  our  view  are  no  miniature  l^ank- 
ruptcy  business  cases.  The  fact  that  they  deal  with  human  beings  indi- 
cates the  importance  that  we  apply  legal  standards  and  procedures 
which  reflect  the  radically  different  origins  of  consumer  insolvency 
]~>rob]ems  and  that  we  recognize  the  humanity  of  its  primary  victims. 
Tlie  fact  that  the  Congress  has  demonstrated  its  awareness  of  the 
problem  is  not  enough  since  the  actual  selection  of  the  membership 
of  the  Commission  did  not  provide  representation  on  the  part  of  per- 
sons with  sound  qualifications  and  long  experience  in  the  field  of  con- 
sumer credit  and  consumer  insolvency  administration. 

Now,  were  it  not  for  the  unmistakable  fact  that  just  such  an  ap- 
proach largely  accounts  for  the  sorry  state  of  the  consumer  insolvency 
system  presently  in  force,  more  would  not  have  to  be  said  on  this 
subject,  but  it  is  precisely  because  consumer  insolvency  problems  did 
not  receive  adequate  attention  in  the  drafting  of  the  Chandler  Act  of 
1938  that  it  is  in  such  great  need  of  revision  today.  It  is  very  important, 
therefore,  to  emphasize  that  the  thrust  behind  the  creation  of  the 
Commission  must  not  be  deflected  toward  the  mere  realization  of  a 
new  business  insolvency  system  simply  because  the  interests,  experi- 
ence, and  qualifications  of  the  individuals  who  determined  and  pre- 
pared the  Commission  report  were  almost  exclusively  related  to  busi- 
ness insolvency  problems. 

The  Commission  identified  five  principal  problems  leading  to  its 
creation  by  Congress  as  determined  by  its  own  management  study,  the 
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Brookings  report  anrl  otlior  information  gathered  during  its  study: 
(1)  tlie  rising  tide  of  consumer  bankruptcies;  (2)  excessive  adminis- 
trative costs,  delays,  and  inefficiencies;  (3)  the  inadequacy  of  relief  in 
the  bankruptcy  system;  (4)  lack  of  uniformity  in  practice  of  courts 
and  offices;  (5)  need  for  substantial  revision  of  bankruptcy 
adjuinistration. 

Of  course,  it  goes  without  saying.  Mr.  Chairman,  that  the  fifth  item 
is  a  conclusion  rather  than  an  identification  of  a  cause. 

We  believe  that  primary  reliance  should  haA-e  been  placed  upon  the 
legislative  record  of  Senate  Joint  Resolution  <SS  itself  in  determining 
the  reasons  which  prompted  the  creation  of  the  Commission  rather  than 
on  reference  to  the  Rand  management  study  and  the  Brookings  report. 
Tlie  legislative  record  more  vividlv  and  accurately  relates  the  propor- 
tions of  the  problems  which  precipitated  the  enactment  of  Senate  .Joint 
Resolution  88.  The  widespread  concerns  expressed  by  bankruptcy 
judges  and  others  about  the  waste  resultinir  from  unnecessary  and  re- 
dundant paperwork,  the  inefficiencies  produced  by  the  application  in 
consumer  cases  of  procedures  designed  for  business  cases,  the  delays 
and  expense  occasioned  by  the  antiquated  summary-plenary  jurisdic- 
tional dichotomy  and  by  splitting  of  judicial  responsibility  in  bank- 
ruptcy cases  betvreen  the  bankruptcy  judge  r^nd  the  district  judge  each 
contributed  substantially  to  the  creation  of  the  Commission. 

On  the  matter  of  waste,  delay,  and  inefficiency,  the  need  for  the 
elimination  of  the  wasteful  dichotomy  between  summary  and  plenary 
jurisdiction  has  never  been  more  colorfully  pleaded  than  bv  another 
noted  bankruptcy  authority,  former  Bankruptcy  Judge  Daniel  R. 
Cowans,  of  San  Jose,  Calif.,  who  explained  that  the  provision  intro- 
duced in  the  Bankruptcy  Act  of  1898,  requiring  that  plenary  proceed- 
ings be  had  in  state  courts,  came  as  a  result  of  experiences  derived 
under  the  Bankruptcv  Act  of  18GT,  tendino-  to  show  that  state  courts 
were  more  economical  and  convenient  for  litigants  and  witnesses  than 
were  federal  courts.  Judge  Cowans  then  commented: 

WeU,  9  years  aftor  the  Act  of  1807  was  1876,  the  year  of  the  battle  of  the  Little 
Bi?  Horn  River  when  Custer  was  wiped  out.  Ten  years  thereafter  was  the 
last  of  the  Indian  Wars.  There  were  no  automobiles,  no  roads.  People  went  to 
Federal  court  in  buckboards.  No  wonder  it  was  to  the  greater  convenience  and 
economy  of  the  witnesses  to  try  matters  in  a  state  court. 

Judge  Cowans'  message  was  not  only  historically  astute,  but  also  a 
pointed  reminder  that  several  of  the  principal  problems  inherino-  in 
banki-uptcy  administration  today  stem  from  bankruptcy  laws  which 
have  been  in  force  for  more  than  a  centurv,  and  they,  Mr.  Chairman, 
are  certainly  long  overdue  for  a  test  at  their  own  last  stand,  liopefully 
before  this  committee. 

As  to  tlie  inadequacy  of  relief  proAnded  in  bankruptcy  cases,  this 
WHS  repeatedly  emphasized  by  virtually  all  of  the  Avitnesses  who  testi- 
fied in  support  of  Senate  Joint  Resolution  88  and  100.  It  was  pointed 
out  that  Avage-earning  debtors  are  often  grossly  oA-erchar<?ed  for  a 
highly  overrated  legal  remedy  Avhich  at  best  affords  rehabilitation  of 
dubious  Avorth. 

Judge  CoAvans  capsulated  the  essential  natui-e  of  the  abuses  hereto- 
fore hiherent  in  our  systems  of  consumer  bankruptcy  discharge  relief 
Avlicn  lie  said: 
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It  seems  a  consummate  piece  of  injustice  to  me  to  say  to  a  man  :  You  liave  a 
great  deal  of  financial  trouble  and  very  few  assets ;  give  us  all  of  those  assets 
except  a  few  that  are  exempted  under  the  law,  and  we  Avill  give  you  a  piece  of 
paper  that  you  do  not  understand.  Once  we  have  given  you  this  piece  of  paper 
and  you  leave  here  you  must  then  litigate  with  any  creditor  who  says  it  does  not 
apply  to  him. 

As  to  the  lack  of  uniformity  in  practice,  tliere  is  implicit  in  the  Com- 
mission's emphasis  upon  the  lack  of  uniformity  in  the  various  bank- 
ruptcy courts  and  their  clerical  staffs,  the  notion  that  in  the  future  the 
bankruptcy  courts  should  be  relieved  of  all  responsibility  for  the  super- 
intendence'^ of  bankruptcy  administration  because  their  involvement 
will  prevent  or  inhibit  substantial  uniformity  in  bankruptcy  practice 
and  procedures  throushout  the  count r}'. 

The  recent  promulgation  of  Rules  of  Bankruptcy  Procedure  ai'e 
demonstrating  beyond  question  that  bankruptcy  court  practice  and 
procedure  can  be  rendered  as  uniform  as  federal  court  civil  procedures 
generally. 

The  Commission  report  fails  to  pay  appropriate  heed  to  the  fact 
that  the  obsolete  statute  under  which  the  bankruptcy  courts  have  been 
required  to  function  for  decades,  resulting  as  it  has  in  conspicuous  in- 
justices, particularly  in  consumer  cases,  has  prompted  some  Inink- 
ruptcy  courts  to  experiment  witli  and  to  innovate  pi'ogiams  aimod  at 
enhancing  the  relief  available  for  creditors  and  debtors  within  their 
respective  districts. 

As  one  of  a  number  of  bankruptcy  iudges  who  has  attempted  to  do 
so,  I  can  vouch  for  the  extreme  difficulties  encountered  by  any  in- 
dividual bankruptcy  court  in  devising  new  and  more  relevant  ad- 
ministrative procedures  for  availing  consumer  debtors  of  meaning- 
ful relief  and  rehabilitation.  The  fact  that  all  bankru]itcy  indfife"-;  liave 
not  chosen  or  been  able  to  do  so,  does  not  mean  that  tJiey  can  be  fairly 
faulted  for  administering  programs  in  their  respecti-^e  areas  along 
existing  guidelines,  especially  since  the  heavy  volumes  of  proceedings 
with  wliicli  the  bankruptcy  courts  have  been  deluged  over  tho  past 
15  years  have  assured  that  little  time  or  energy  i-emains  available 
for  such  undertakings.  On  the  Ijasis  of  such  evidence  it  would  be  en- 
tirely unwarranted  to  conclude  that  the  bankruptcy  courts  either 
cannot  or  will  not  conform  to  clear  standards  prescribed  by  the  Con- 
gress for  the  administration  of  bankruDtcy  proceedings. 

Now\  the  Commission  was  especially  struck.  Mr.  Chairman,  by  a 
lack  of  uniformity  in  the  use  of  Chapter  XIII  proceedings.  It  com- 
mented, in  fact,  that  there  was  a  virtual  nonexistence  of  wage-ear]ier 
idans  in  some  ai-eas  of  the  country  and  that  on  the  contrary  Chapter 
XIII  was  used  to  the  virtual  exclusion  of  other  proceedings  under 
the  act  in  other  areas. 

Well,  I  am  unaware  of  any  area  of  tlie  country — and  tliat  includes 
the  Xoithern  and  Southerii  Districts  of  Alabama — wiiere  Cha])ter 
XIII  is  used  to  the  virtual  exclusion  of  straight  bankruptcy.  The 
statistics  on  that  are  in  my  statement.  But  it  is.  in  any  event.  Mr. 
Chairman,  no  wonder  that  Alabama  has  shown  a  consistent  preference 
for  the  use  of  Chapter  XIII.  It  was  in  tlie  mid  19o0"s  in  Birmingham, 
Ala.  that  former  referee,  special  referee  in  bankruptcy,  in  fact.  Val- 
entine Nesbitt  was  his  na^me,  first  developed  what  later  became  Cliapter 
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XIII  under  the  IDoS  act.  He  did  so  out  of  tJie  whole  clotli  of  former 
section  74,  and  the  program  in  Birmini^liam  has  remained  ever  since 
the  laro-est  Cliapter  XIII  proo^ram  in  the  Xation,  both  because  of  its 
early  beo-imiinos  and  its  widesjn-ead  conmiuiiity  acceptance. 

Now,  the  Commission  itself  noted  some  of  the  important  factors 
which  account  foi-  this  lack  of  uniformit;;'.  They  include  the  lack  of 
awareness  on  the  part  of  debtors  and  attorneys  of  the  existence  of 
C'ha})ter  XIIT  in  some  areas;  diiTerin<>-  social  and  creditor  attitudes 
toward  consumer  insolvency  and  variations  in  the  attitudes  of  bank- 
ruptcy judofcs  in  different  parts  of  the  country. 

Now,  there  are  a  Tumiber  of  districts,  notably  includiji.q-  the  Southern 
Disti'ict  of  Xew  York,  in  which  very  few  Chapter  XIII  cases  are 
filed.  Among*  the  causes  of  differing  attitudes  among  bankruptc}^ 
judges  toward  chapter  XIII  is  the  fact  that  in  areas  such  as  the 
Southern  District  of  Xew  York,  bankruptcy  judges  have  been  pre- 
occrtpied  due  to  the  heavy  volume  of  business  case^.  witli  tho  com- 
plexities of  reorganizations,  arrangements,  and  the  complexities  of 
business  bankruptcy  law.  These  men  are  neither  by  training  nor  ex- 
i)erience  verv  likely  to  be  pi'omoting  a  Chapter  XIII  progi-am  in 
their  area.  The  answer  to  this  program  is  not  a  difficult  one.  It  is 
one  that  has  already  been  devised  by  bankruptcy  judges  throughout 
the  countrv  in  metropolitan  areas  such  as  Atlanta.  Chicago,  and 
Seattle.  The  approach  is  that  a  particular  bankruutcv  judge  is 
assigned  the  function  of  hearinc  consumer  cases,  and  other  judges 
hear  business  cases  wherever  this  is  feasible.  It  makes  an  eminently 
practical  and  woi'kable  approach. 

Another  important  factor  which  leads  to  the  absence  of  consistent 
u.niformity  across  the  country  in  the  use  of  chapter  XIII  is  the  pres- 
ence of  manv  part-time  bankruptcy  judges.  We  have,  for  instance, 
in  northern  Xew  England,  the  States  of  Maine.  New  Hampshire,  and 
Vermont.  In  Vei'mont  and  New  Hampshire  there  are  part-time  bank- 
ruptcy judges.  In  Maine,  theie  are  tAvo  full-time  bankruptcy  judges. 
Iji  Maine  we  have  a  heavy  Chapter  XIII  volume.  In  neither  of  the 
other  States  is  there  any  appreciable  chapter  XIII  case  load  whatever. 
Of  course,  this  would  change  under  the  new  bill,  since  the  new  bill 
contemplates  the  elimination  of  pai't-time  positions. 

T^ut  clearly,  ^h:  Chairman,  the  nuxst  important  reason  why  Chapter 
XIII  is  not  uniformly  used  throughout  the  country  is  the  lack  of  any 
functional  consensus  amona'  lawyers  and  bankruptcy  judges  gener- 
a^lv.  distrir-t  iudo-es  as  well,  as  to  what  the  true  legislative  purpose  of 
chapter  XIII  is.  Is  it  or  was  it  intended  as  a  creditor  remedv  pri- 
marilv.  or  as  a  debtor  rehabilitation  device,  or  both.  In  the  haste  which 
led  to  the  final  enactment  of  Chapter  XIII,  the  National  Bankruptcy 
Conference  and  other  organizations,  looked  to  the  model  of  Chapters 
X  and  XI  to  dei-ive  the  jirovisions  f<n"  Chapter  XIII.  Thev  made 
some  serious  errors  which  leave  anyone  confused  as  to  which  reallv 
was  the  dominant  obiective  of  Congress.  This  is  an  area  in  which  I 
hone  Congress  will  clarify  its  legislative  intent  in  the  forthcoming 
le<vislation. 

Now,  insofar  as  their  remains  a  lack  of  nniformitv  as  concerns 
]>i-actice.  the  iiractice  within  each  district  in  Cliapter  XIII.  the  very 
simple  solution  to  that  is  that  tliere  be  a  national  supervisioii  program 
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for  tnistoes  Vtlio  serve  as  standing  trustees  in  Chapter  XIII  programs. 
Since  these  cases  would  be,  under  our  bill  and  the  ConuTiission's  as  M'ell, 
assigned  to  some  functionary  who  would  not  be  subject  to  the  court's 
direction  in  that  matter,  this  uniformity  should  be  readily  attainable. 

Mr.  Chairman,  there  is  a  general  agreement  between  the  Commis- 
sion and  the  bankruptcy  judges  as  to  the  principal  reasons  which  led 
to  the  creation  of  this  Commission,  and  I  think  that  no  one  would 
dispute  tlie  fact  that  consumer  bankruptcy  was  the  area  that  was  in- 
teiided  to  be  concentracted  upon. 

Now,  we  turn  to  a  discussion  of  the  major  recommendations  ad- 
vanced by  the  Commission  for  the  comprehensive  revision  of  the  Bank- 
ru]3tcy  Act. 

The  hrst  major  proposal  put  forward  by  the  Commission  and  one 
with  which  the  National  Conference  of  Bankruptcy  Judges  agrees  in 
principle,  involves  the  separation  of  the  administrative  from  the  ju- 
dicial functions  in  bankruptcy  administration.  In  fact.  INIr.  Chairman, 
as  the  Commission's  report  itself  makes  clear,  part  1,  at  page  109,  it 
was  in  Judge  Cowans'  public  presentation  before  the  Commission  on 
behalf  of  our  legislatiA^e  committee  back  in  the  early  days  of  the  Com- 
mission that  that  suggestion  was  made.  Bankruptcy  judges  will  be 
greatly  relieved  at  being  freed  of  the  responsibility,  not  only  for  the 
appointment  of  these  functionaries  which  Chairman  Marsh  referred 
to  yesterday,  but  their  supervision,  and  it  is  in  large  part  in  the  area 
of  their  supervision  and  compensation  that  some  of  the  ap])earances  of 
conflict  have  occurred.  "We  welcome,  we  endorse  and  enthusiastically 
recommend  that  this  respoiisibility  be  taken  from  us. 

Now,  Mr.  Chairman,  we  believe  that  the  system  will  be  better  served 
by  as  complete  a  separation  of  those  functions  as  is  practicable,  but  we 
are  conscious  of  the  fact  that  all  courts  will  have  to  con.tinue  to  cope 
with  certain  reasonable,  finite  limitations  upon  the  extent  to  which 
public  resources  can  be  committed  in  the  effort  to  insulate  judges  from 
every  conceivable  appearance  of  an  obstacle  to  their  judicial 
effectiveness. 

In  this  regard,  Mr.  Chairman,  I  might  say  that  it  seems  to  be  a  basic 
premise  of  the  Commission's  position  in  this  re.iard  that  it  is  inappro- 
priate for  baiikruptcy  judges,  for  instance,  to  look  at  the  bankruptcy 
schedules  or  to  hear  testimony  that  is  presented  at  the  first  meeting  of 
creditors,  since  they  might  later  be  involved  in  deciding  the  contested 
matter  which  arises  out  of  that  case. 

I  might  suggest  that  in  all  of  our  courts,  to  my  knowledge,  judges 
evei-v  day  hear  offers  of  proof,  v\diich  they  then  proceed  to  either  allow 
in  evidence  or  to  exclude,  and  then  proceed  to  decide  the  case.  Further- 
more, I  take  it  that  the  Commission  would  not  suggest  that  we  should, 
the  judges,  should  have  an  agency  ci^eated  to  read  the  pleadings  in  a 
civil  case,  or  that  the  judge  not  read  the  pleadings  before  deciding.  I 
think,  in  other  words,  these  distinctions  can  be  carried  to  the  ridiculous 
point  where  we  would  have  to  have  an  agency  to  read  pleadings  and 
another  one  to  decide  discovery  matters  and  look  at  interrogatories  and 
another  to  handle  offers  of  proof.  There  are  reasonable  limitations  on 
this,  but  there  are  differences  which  are  serious  between  what  the  Com- 
mission would  have  in  this  area  and  what  we  would  suggest,  and  these 
differences  are  definitional  as  well  as  philosophical. 


54 

The  congressional  resolution  of  these  differences  would  be  a  very 
important  factor  in  resolving  the  major  controversies  between  our  tAvo 
])\\h.  AVe  have  serious  doubts  as  to  the  appropriateness  of  the  defini- 
tions attributed  by  the  Commission  to  the  terms  ''judicial""  and  "ad- 
ministrative."" For  instance,  it  is  impossible  for  us  to  ratioiialize  the 
Commission  reconunendation  that  the  confirmation  of  Chapter  VI 
wage  earner  plans  be  considered  an  administrative  function  to  be  per- 
formed by  the  administrator  while  confirmation  of  Chapter  VII  and 
Chapter  VIII  cases,  which  are  business  arrangements  and  pul)lic 
agency  reorganizations,  should  be  considered  a  judicial  responsibility 
of  the  bankruptcy  court. 

Xow.  it  is  also  implicit  in  the  Commission's  recommendations  that 
there  is  a  great  deal  of  misunderstanding  as  to  the  amount  of  admin- 
ist7'ati\-e  detail  witli  which  the  bankruptcy  judge  is  actually  involved. 

We  do  not  know  of  any  bankruptcy  judge  today  who  does  not  dele- 
gate to  the  clerks  in  his  own  office  responsibility  for  the  performance 
of  administratiAe  tasks  of  the  type  cited  by  Brookings  and  the  Com- 
mission as  being  representative  of  the  bankruptcy  court's  wasteful  use 
of  judicial  manpower.  To  read  the  Brookings  Report,  one  would  as- 
sume that  bankruptcy  judges  sign  every  one  of  those  dividend  checks 
that  go  out  of  the  officer.  Well,  without  any  particrdar  legislative  license, 
we  long  ago  concluded  we  could  have  someone  else  in  our  office  handle 
that  responsibility  and  others  of  a  similarly  burdensome  nature. 

The  Commission,  however,  does  no  more  than  opine  its  disagreement 
with  a  survey  actually  conducted  by  the  Administrative  Office  of  the 
U.S.  Court,  which  demonstrated  that  no  more  than  22  percent  of  the 
time  of  bankruptcy  judges,  even  now,  is  concerned  with  administrative 
matters.  This  is  not  to  say  that  it  is  not  apparent  that  there  are  unnec- 
essary notices,  foi'ms,  orders,  aiul  tho  Yike.  wliich  can  be  eliminated, 
and  that  more  efficient  court  rules  and  procedures  will  help  to  do  this 
and  will  lead  to  no  sacrifice  of  procedural  due  process.  The  rules  of 
bankruptcy  procedure  are  working  just  such  results. 

On  the  other  hand,  if  ojdy  the  resolution  of  those  adversary  bank- 
ruptcy proceedings  which  involve  substantial  dollar  amounts  is  to  be 
considered  an  appropriate  judicial  function,  as  seems  to  be  the  Com- 
mission presumption,  then  we  must  take  serious  issue  with  the 
Commission. 

In  the  matter  of  the  proposed  creation  of  the  separate  bankruptcy 
court,  the  two  bills  are  largely  parallel,  and  I  Avill  not  go  into  any 
extended  discussion  of  them  in  view  of  that  fact.  There  are  certain 
salient  differences  among  them;  who  shall  api)oint  the  judges — the 
appointment  of  judges  under  the  Commission  bill,  as  you  know,  would 
be  by  the  President,  with  the  advice  of  the  Senate,  for  a  15-year  term. 
The  oflire  would  be  modeled  on  that  of  the  U.S.  Tax  Court.  In  our 
own  bill,  the  proposal  is  that  the  judicial  councils  of  the  respective 
circuits  would  appoint  bankruptcy  judges  for  a  like  term  of  years. 

Now,  one  of  the  serious  problems  with  the  proposal  that  the  Presi- 
dent appoint  bankruiitcy  judges  is  that  the  average  fime  requii'ed  to 
fill  a  federal  judgeshij)  by  i)residential  appointment  is  11  months.  It 
is  not  uncommon  for  it  to  go  to  3  years.  The  nature  and  the  A'olume 
of  the  bank)'uptcy  court  caseload  is  such  that  extended  delays  in  fill- 
ing judgeship  vacancies  would  sei'iously  frustrate  two  of  the  basic 
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goals  of  bankruptcy  administration :  speedy  and  economical  liquida- 
tion of  estates. 

Another  objection  to  Presidential  appointments  is  that  they  are  less 
likely  to  reflect  a  predominance  of  merit  considerations  in  the  selec- 
tion process.  Since  the  judges  of  the  various  courts  of  appeals  will 
usually  l:ave  been  ap})ointed  by  a  succession  of  Presidents,  and  are 
likely  to  represent  a  counterbalancing  political  mix,  considerations  of 
merit  are  apt  to  be  overriding  factors  in  the  selection  of  bankruptcj^ 
judges  by  the  judicial  councils. 

Now,  the  Commission  bill  wo\dd  provide,  in  effect,  for  the  appoint- 
ment of  a  clerk  of  court,  who  would  in  etl'ect  be  designated  fi'om 
among  the  clerks  of  the  local  district  court,  Avith  the  approval  of  the 
local  district  court  judge.  This  is  in  part  in  response  to  the  Commis- 
sion's view,  as  presently  put  forth,  that  all  cases  would  not  be  filed 
with  the  court,  but  rather  with  the  Administrator.  Under  our  bill,  of 
course,  all  cases  would  be  filed  with  the  clerk  of  court,  and  it  is  an 
important  aspect  of  our  proposal  that  the  clerk  of  court  be  a  clerk 
of  court  appointed  by  the  bankruptcy  judge.  He  would  perform  only 
those  functions  traditionally  assigned  to  court  clerks.  And  since  the 
clerk  will  be  responsible  for  the  doclcet  of  the  court,  and  the  court  is 
held  responsible  for  that  docket,  the  function  of  appointing  that  func- 
tionary should  be  left  to  the  bankruptcy  judge. 

"With  regard  to  the  matter  of  appeals,  the  Commission  would  have 
appeals  proceed  from  the  bankruptcy  court  to  the  U.S.  district  court, 
and  thence  on  to  the  circuit  court  of  appeals  and  to  the  U.S.  Supreme 
Court.  Our  proposal  is  that  appeals  go  directly  from  the  U.S.  bank- 
ruptcy court  to  the  courts  of  appeals,  and  thence  to  the  U.S.  Supreme 
Court. 

We  are  convinced  that  no  useful  purpose  can  be  served  by  having 
appeals  from  the  decisions  of  a  trial  court  specializing  in  bankruptcy 
ju.risdiction  proceed  to  a  co-equal  trial  court  of  general  jurisdiction. 
'Not  only  is  the  district  court  not  really  equipped  and  designed  to  func- 
tion as  an  appellate  tribunal,  it  will  no  longer  be  sufficiently  involved, 
nncler  the  new  proposals,  in  bankruptcy  proceedings  to  warrant  its 
establishment  as  the  higher  or  apellate  court  of  bankruptcy. 

I  might  say  in  this  regard,  though,  jNIr.  Chairman,  in  reaction  to  a 
question  that  you  posed  yesterday  to  one  of  the  witnesses  as  to  hoAv 
many  consumer  debtors  might  be  able  to  afford  to  proceed  to  the 
courts  of  appeals,  that  the  initial  position  taken  by  the  legislative 
conunittee  of  our  conference  was  that  there  be  an  intermediate  court  of 
appeals,  comprised  of  sitting  bankruptcy  judges  designated  by  the  cir- 
cuit councils  on  a  revolving  panel  basis,  who  would  bring  the  appeals 
to  a  local  level,  which  would  make  appeal  at  least  as  easy  as  it  pres- 
ently is  from  the  bankruptcy  court  to  the  district  courts,  in  the  case 
of  consumer  disputes. 

Senator  PrRmcK.  "Would  you  go  over  that  again?  What  appellate 
layer  vrould  this  be  ? 

Judge  Ctr.  This  would  be  an  intermediate  level  between  the  bank- 
rutcy  court  and  the  U.S.  circuit  court. 

Senator  BrunTCK.  You  are  going  to  create  a  new  layer  of  courts? 

Judge  Cyr.  Xo.  It  would  be  manned  by  sitting  trial  court  l)ank- 
rutcy  judges,  who, would  be  designated  on  a  revolving  panel  basis  in 
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cad)  cucMiit.  to  consider  tlio  appeals  coming"  from  the  bankruptcy 
court. 

Senator  Burdick.  The  only  difference,  then,  is  that  instead  of  going 
to  one  district  judge,  you  would  have  a  revolving  panel. 

Judge  CvK.  Xo.  This  intermediate  panel  would  be  comprised  not  of 
district  judges,  but  of  banki'uptcy  judges. 

Senator  BruniCK.  Oh,  I  see.  Does  it  have  the  same  weakness  that 
you  ha\'c  claimed  existed  in  appeals  to  district  judges? 

Jiulgc  C'yr.  Xo;  for  the  reason  that  bankruptcy  judges,  we  believe, 
are  S})ecialists  in  bankruptcy  law,  whereas  the  district  judges  are  not. 

Senator  P/URdtck.  I  see.  Please  proceed. 

Judge  Cyr.  This  is  a  provision  which,  if  it  is  of  interest  to  the 
committee,  certainly  could  be  considered.  Tliei'e  is  a  problem,  we  are 
aware,  as  concerns  the  volume  of  the  caseload  on  the  circuit  court  level. 
If  this  is  a  worthwhile  suggestion,  I  believe  it  fair  to  sa}^  that  our 
conference  would  not  find  it  objectionable. 

With  respect  to  the  territorial  jurisdiction  of  the  bankruptcy  courts 
of  the  furui-e,  both  bills  would  provide  that  tlie  territories  need  not 
conform  to  the  existing  district  court  boundai'ies.  Howevei",  the  bank- 
ruj)tcv  jud2"es"'  bill  Avould  keep  them  within  circuit  boundaries,  vrhereas 
the  (Commission  bill  would  not  necessarily  keep  them  within  even 
circuit  boundaries. 

Another  significant  difference  is  that  our  bill  would  have  Congress 
determine  the  territories  of  each  bankruptcy  court  and  the  number 
of  positions  i-eqr.iied,  and  the  like,  based  on  appropriate  surveys; 
whereas  this  function  would  be  assigned  under  the  Commission  bill 
to  the  Judicial  Conference  of  the  ITnited  States.  We  believe  the  Com- 
mission approach  is  a  departure  from  the  traditional  approach, 
whereby  Congi-ess  determines  such  matters,  and  therefore  we  recom- 
mend it — wc  recommend  our  own  approach. 

X^ow,  v  ith  respect  to  the  transitional  provisions,  the  new  Bankruptcy 
Act  would  ])ei"ome  effective  in  18  montlis  under  the  Commission's  \iew, 
from  the  time  of  its  enactment.  It  provides  that  all  adversary  pro- 
ceedings and  contested  matters  pending  on  the  effective  date  of  the 
act,  excepting  cases  pending  under  Chapters  X.  XI,  and  XII,  and  sec- 
tion 77,  would  be  transferred  to  the  new  bankruptcy  court.  Their  bill 
authorizes  the  appointment  of  former  referees  as  special  masters  to 
administer  these  pending  Chapters  X,  XI.  and  XII  proceedings  that 
remain  oji  tlie  bankruptcv  court  docket  when  the  law  becomes  effec- 
tive. The  bill  contains  precatory  language  that  it  is  the  "sense  of 
Con,o"T"ess''  that  qualified  incumbent  referees  "should  be  given  first 
consideration  for  appointment  as  })ankruptcy  judges  as  far  as 
practicable." 

Mr.  (^hairman.  yesterday,  of  course,  you  heard  the  Chairman  of  the 
Commission  describe  the  reasons  the  Commission  had  for  not  beiiig  a 
bit  more  concer'ned  about  the  preservation  of  an  existing  cadre  of 
l>ankrui)t(v  judges  by  some  sort  of  fold-in  provision.  The  reason  given 
was  that  it  was  impossible  to  detei-mine  how  many  new  positions 
Avould  be  re(pii)'ed  U7uler  the  new  bill,  and  therefore  the  incumbents 
could  not  be  folded  in.  It  is  not  only,  as  vou  pointed  out.  Mr.  Cliair- 
man,  that  there  v;ill  be  a  -substantial  attrition,  on  the  order  of  roughly 
8  percent  per  year  in  fact,  by  death  and  retirement  and  the  like,  and 
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resignations,  this  number  Avill  diminish  over  that  interim  period ;  but 
also^'the  fact  that  if  Congress  wei-e  so  minded,  it  is  no  problem  to  say 
that  so  long  as  a  position  is  required  under  the  new  act,  that  certain 
preferences  Avill  be  given  to  the  incumbent  bankruptcy  judge,  who  is 
sittino-  at  the  time  the  bill  goes  into  effect. 

Our  bill  Avould  provide  for  a  1-year  gap  between  the  euacf uiiMit  and 
the  effective  date  of  the  bill.  Bankruptcy  judges  in  office  as  of  the  eifec- 
tive  date  would  become  bankruptcy  judges  under  the  new  act  for  a 
transitional  6-year  term,  and  wouhl  not  be  subject  during  tJuit  transi- 
tioiial  term  to' the  age  70  retirement  provisions.  Upon  the  expiration 
of  the  6-year  transitional  term,  appointments  to  15-year  terms  ^insofar 
as  practicable  shall  be  made  from  among  the  judaes  then  in  oflicc 
within  their  respective  territories."'  All  cases  will  be  transfei-red  to  the 
new  bankniptcy  court.  Under  our  proposal,  there  would  be  no  frag- 
iner;.tatioR  of  jurisdiction  between  the  two  courts — the  referees  and  the 
r.ew  bankruptcy  judges — except  as  to  Chapter  X  cases  and  section  77 
railroad  reoi-ganization  cases,  in  which  the  district  court  had  not 
entered  an  order  of  general  reference  to  the  bankruptcA'-  judge. 

We  believe  that  our  ow.n  bill  is  ur.derstandably  and  demonstrably 
more  equitable  to  qualified,  incumbejit  judges.  It  is  more  orderly  in 
that  it  minimizes  this  fragmentation  of  jurisdiction,  and  it  also  assures 
the  existence  of  an  experienced  and  (pialihed  cadre  of  bankr'uptcy 
judges  dui'ing  tlie  early  developmental  stages  of  the  new  court. 

As  to  subject  matter  jurisdiction,  Mr.  Ciiairman,  tliere  is  very  little 
difference  between  the  two  bills,  except  as  concerns  the  vesting  of  the 
court  with  jurisdiction  of  raili'oad  i-eorganization  proceedings  under 
section  77.  The  Conunission  bill  would  leave  that  tyj)e  of  proceeding 
to  the  U.S.  district  courts.  The  bankruptcy  judges"  l)iU  woidd  nuike 
such  proceedings  also  the  responsibility  of  the  baidvru})tcv  court. 

It  is  our  view  that  the  histoi-ical  i)atteru  will  be  re{)eating  itself 
once  again  if  the  Commission  view  prevails.  This  painfully  slow  trans- 
ferral  of  jurisdiction  from  the  district  judge  to  the  referee  over  these 
past  40-some  years — indeed,  going  back  perhaps  SO — is  based  on  the 
fact  that  bankruptcy  judges  are,  in  fact,  the  ones  who  have  become, 
by  virture  of  the  nature  of  the  caseload  and  its  volume,  rhe  experts  in 
bankruptcy  law.  It  makes  no  sense  to  us  to  create  a  court  specializing 
in  reorganization  pioceedings,  and  then  to  pi'ovide  for  a  cei'tain  class 
of  those  reorganization  proceedings  to  b(>,  handled  by  a  court  of  general 
jurisdiction. 

N^ow,  the  most  controversial  of  the  Commission's  recounnendations, 
of  course,  is  for  the  creation  of  the  T^.S.  Bankruptcy  Arlmiiiis!  ration.  I 
ain  sure  tlie  Chair  is  familiar  with  the  details  of  that  proposal,  and 
I  woidd  simply  like  to  say  in  that  legard  that  we  consid(-i-  that  the 
J casons  Mhich  motivated  them  to  suggest  such  an  agency  are  violated 
by  their  own  proposal.  The  desiiability  of  segregating,  scA-i-ring  the 
adniinistrative  from  judicial  functions,  was  the  primary  mc'tivation 
behind  the  creation  of  that  agency ;  and  it  then  is  created  as  an  agency 
which  itself  Avould  have  far  more  confiicting  interests  and  duties  than 
do  the  present  bankruptcy  courts. 

The  most  serious  aspect  of  this  problem,  as  we  see  it,  is  the  denial 
of  access  to  a  judicial  forum  on  the  part  of  consumer  debtors  and 
creditors  that  would  result  from  the  adoption  of  this  proposal.  It  has 
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to  be  remembereel  that  virtiuilly  every  function,  including  the  resolu- 
tion of  objections  to  dis.'haro:e  of  some  types— objections  to  claims. 
objections  to  confirmation,  and  so  forth— in  all  consumer  cases  ^vould 
be'handled,  not  by  the  court,  but  by  the  Administrator,  and  they  would 
be  final  unle'^o  a[)pealed  ^Yithin  10  days  by  a  party  having-  a  substantial 
interest  in  the  proceeding. 

Now,  Mr.  Chairman,  another  serious  i)robl('m.  as  we  see  it.  is  tliat 
the  Connnission  assigns  to  its  Administrator  such  vast  function.s,  pai - 
ticularly  in  the  consumer  bankruptcy  area,  and  does  so  without  any 
procedural  paranu^ers  whatsover  Ix'ing  jjrescribed;  it  simply  says, 
liere  is  a  great  piobh-m.  here  is  a  ])i'obl('m  we  cither  did  not  have  lime 
or  did  not  have  the  understanding  or  the  experience  to  resolve.  And 
therefore,  w(!  will  have  the  U.S.  Jiankruj^tcy  Acbninist ration  do  so. 
"We  feel  it  woidd  be  infinitely  prefera!)le  for  Congress  to  make  some 
of  these  impoi'tant  policy  decisions  which  are  involved  in  how  the 
treatment  of  these  pioceedings  should  be  undertaken.  In  othei-  words, 
we  really  believe  tliat  it  is  not  appropriate  to  bet  on  the  jockey  instead 
of  the  horse. 

It  is  oui-  conviction  that  with  the  expenditure  of  anything  like  the 
amount  of  public  support  for  the  improvement  of  the  present  court- 
oriented  delivery  system  in  consumer  cases,  that  the  present  apparatus 
could  be  made  infinitely  more  effective,  and  at  much  less  serious  risk, 
than  is  involved  in  the  proposal  made  by  the  Commission. 

In  addition,  Mr.  Chairman,  we  have  this  problem  as  to  where  the 
agency  should  be  situated.  It  is  our  view  that  it  should  be  situated  in 
the  judicial  branch  of  Government.  This  is  in  accord  with  tradition.  It 
also  ])resents  no  problems,  either  real  or  apparent,  concerning  conflicts 
of  interest,  inasmuch  as  no  judicial  functions  whatever  would  be 
assigned  to  the  administrative  agency  under  our  bill. 

Mr.  Chairman,  I  now  come  to  dealing  -with  the  substantive  reforms 
in  consumer  bankruptcy  administration,  and  then  I  will  conclude  my 
remarks.  The  Commission  performed  far  better,  in  our  view,  in  its  pro- 
posals for  substantive  improvements  in  consumer  bankruptcy  law  tlnxn 
it  did  in  those  affecting  the  administration  of  those  proceedings.  This 
we  believe,  once  again,  is  due  to  tlie  ditl'erence  in  backgrounds  and  ex- 
perience between  their  views  and  our  own. 

Lord  Beveridge  once  remarked  that:  ''A  family  still  remains  the 
greatest  single  cause  of  poverty."  A  greater  consciousness  of  this  eco- 
nomic fact  of  life  would  result  in  a  more  i-esponsive  and  concerned 
effort  to  sustain  the  integrity  of  the  American  family,  by  providing 
public  support  for  the  dignity  and  self-respect  of  the  family  provider 
who  is  confronted  with  an  unmanageable  burden  of  debts. 

The  recent  and  sharply  rising  costs  of  such  l)asic  family  iipcessities 
as  clothing,  shelter,  and  particularly  food  and  fuel,  have  meant  that 
an  increasing  percentage  of  American  families  are  encountering  basic 
family  maintenance  costs  which  are  unmanageable.  Last  week.  Mr. 
Chairman,  the  New  York  Times  carried  an  article  in  which  it  was  re- 
ported that  over  $12  billion  in  consumer  debt  collections  were  turned 
over  to.debt  collectors  alone  in  the  year  1974,  far  and  away  the  largest 
on  reroi'd.  The  U..S.  Department  of  Agi'icultni'e  report  oii  food  stamp 
partiGii)ation  ill  thp  United  States  shows  tliat  1-I.3T0.000  individuals 
from  4,631,795  households  participated  in  the  food  stamp  program 
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ciiiriiiii:  October  1974.  Public  officials,  accoi-dino-  to  nu'dia  reports, 
have  estimated,  since  tlie  economic  crisis  has  deepened,  that  that  mim- 
bcr  is  now  between  IT  million  and  20  million  persons,  approximately 
10  percent  of  onr  popnlation. 

Xow.  these  alarmnig  economic  deA-elo]wients  portend  great  shifts 
in  the  n.nmbers  of  American  families  who  will  be  at  or  near  the  [)o\erty 
level,  and  hence  more  vnlnerable  to  the  sndden  economic  ripples  which 
we  know  precipitate  nroent  demand  for  relief  f i-om  their  unmanage- 
able debts.,  such  as  sudden  sickness,  accidents,  pregnancy  leave,  layoif, 
loss  of  overtime,  or  other  reductions  iii  earnings  or  financial  failures 
on  the  part  of  friends  or  family  members  for  whom  the  debtor  is  an 
accommodation  endorser. 

Various  studies  of  the  characteristics  of  American  families  which 
haA'e  experienced  economic  collapse  differ  but  slightly  in  their  com- 
posite family  profile.  The  average  consumer  bankiupt  is  a  married 
male  in  his  early  30's,  with  a  family  of  four  to  five  dependents,  a  blue- 
collar  job,  and  a  lOth-grade  education.  His  debt  schedules  usually  indi- 
cate that  his  secured  and  unsecured  obligations,  exclusive  of  real  estate 
mortgage  payments,  substantially  exceed  his  annual  income.  Where 
the  family  has  an  installment  debt-puyment-to-income  ratio  of  15  per- 
cent 01'  above,  studies  reveal  that  tlip  family  is  twice  as  likely  as  is  the 
average  family  to  fall  behind  in  installment  payments. 

A  most  significant  factor  in  the  economic  history  of  these  families 
is  that  the  overwhelming  majority,  varying  between  80  percent  to  95 
percent,  never  experience  a  recuri'eiice  of  the  economic  collapse  which 
brought  them  to  the  banki'uptcy  court.  The  evidence  suggests  that  these 
are  families  who  became  overwhelmed  by  the  indebtedness  they  in- 
cui'red  as  newly  married  couples.  Family  expenses  rise  rapidly  and 
family  income  declines  dramatically  with  tlie  arrival  of  the  first  child. 
Typically,  as  a  newly  married  couple,  both  spouses  were  gainfully  cm- 
ployed  and  became  accustomed  to  coping  satisfactorily  on  their 
combined  incomes.  Their  attitudes  toward  installment  credit  are 
formulated  during  the  time  and  on  the  optimistic  basis  that  both 
spouses  remain  gainfully  employed.  The  problem  results  by  viitue  of 
the  fact  that  the  credit  commitments  made  during  this  early  marital 
period  extend  well  beyond  it  into  the  financially  unstable  years  when 
children  lepresent  both  a  direct  added  expense  and  an  Inhibition  upon 
the  gainful  employment  of  the  mother. 

The  most  important  factor  involved  here  is  that  we  are  not  dealing 
primarily  with  chronic  insolvency,  but  with  acute  ojic-time  economic 
collapse  on  the  part  of  young  mari-ieds,  the  very  integrity  of  whose 
domestic  and  economic  existence  is  threatened  by  the  sudden  and  stig- 
matic  insolvency  experience.  The  overall  cost  to  the  fabric  of  American 
society  in  permitting  vast  numbers  of  young  families  to  struggle  in- 
defiiiifely  as  best  they  can  to  overcome  the  burdens  of  thei'.-  indebted- 
ness would  be  incalculable.  The  provisions  of  an  honorable  system 
Avhereb}'  these  fainilies  can  avail  themselves  of  protection  from  cred- 
itor harassment  is  absolutely  essential.  Unless  the  Congress  determines 
to  abandon  the  concept  of  an  open  credit  economy,  it  must  legislate 
substantive  changes  in  our  consumer  bankruptcy  lav/s  which  will  maxi- 
mize the  ojiportunity  for  these  young  families  to  maintain  their  dignity 
and  intearity  through  recourse  to  Voluntary  debt  repayment  progTains 


60 

tailorod  to  thoir  individual  noods  and  ciicnnistances.  Congress  should 
also  nuniniizf!  the  stigma  attaclied  to  these  proceedings  and  afford 
these  families  meaningful  discharge  relief  and  rehabilitation  at  a  rea- 
sonable cost. 

Mr,  Chairman,  evei-  since  you  authored  Senate  Joint  Ivesohitiou  100, 
one  of  the  most  puzzling  and  challenging  jjroblems  of  all  Avas  how  to 
provide  these  consumer  debtors  with  ade(]uate  legal  rej^resentation 
at  a  reasonable  cost.  By  definition,  Ave  are  dealing  with  insolvent  indi- 
A'iduals,  Avho  cannot  atfoicl  high  legal  fees,  and  yet  Ave  do  knoAv  tliat 
they  are  ratlier  higli.  They  vai-y  betAveen  $200  to  $350  throughout  the 
country  for  an  tivcrage  consumer  bankruptcy  case.  The  Commission 
Avas  aAvare  of  this  |)V()l)1em  :  indeed,  it  cited  it  as  a  major  problem,  but 
in  characteristic  f.-ishion  left  it  for  resolution  by  the  U.S.  Bankruptcy 
Administration. 

We  think  that  there  is  no  problem  that  exists  under  the  present  sa'S- 
tem  Avhich  deserves — and  Ave  are  confident  none  has  receiA'ed.  from  our 
Conference — an}"  more  attention  than  that  of  assuring  consumer 
debtors  effective,  low-cost  legal  representation  commensurate  Avith 
their  n.eeds,  Thei-e  has  been  a  pilot  program  conducted  by  my  colleague 
in  Maine.  Judge  Richard  Poulos.  and  that  has  been  more  recently  intro- 
duced in  my  oavu.  ai-ea.  upon  Avhich  section  4-203  of  our  bill  is  based. 
We  believe  that  this  project  points  the  direction  in  solving  this 
problem. 

Section  1—203  requires  personnel  of  each  of  tlie  local  offices  of  the 
Branch  of  Bankruptcy  Administration  on  request  to  assist  eligibk 
individuals  Avith  the  preparation  of  the  petition,  schedules  of  asseti^ 
and  liabilities,  a  ])roi)osed  budget,  and  a  statement  of  affairs.  Eligible 
individuals  include  tliose  Avith  regular  income  and  those  aa-I^sosc  income 
is  inadequate  to  ena))le  them,  to  meet  approA^ed  charges  for  legal  as- 
sistance in  sucli  cases.  I  might  say,  Mr.  Chairman,  that  A'esterday 
the  chairman  of  tlie  Commission  Avas  in  error  in  his  indication  of  the 
thrust  of  our  pi'ovision  in  this  regard.  There  is  no  requirement  that 
a  debtor  show  that  he  is  unable  to  pay  the  normal  going  rate  for  an 
attorney  before  he  would  be  eligible  for  this  service.  lender  our  bill, 
only  if  he  is  a  debtor  aa^io  is  not  a  debtor  with  regular  income  Avould 
tliat  test  oven  ap])ly.  Once  these  documents  liaA'e  been  completed,  the 
individual  tlien  nuist  ))e  referred  to  an  attorney  for  couiiseling  as  to 
the  availability  of  seeking  any  form  of  relief  under  the  act,  the  selec- 
tion of  a  specific  remedy,  and  the  completion  of  a  disclosure  statement 
containing  infoi'mation  al>out  sensitive  matters,  which  Ave  think  avouIcI 
be  inappropriate  to  \n'  disclosed  to  the  Administrator,  sucli  as  those 
AA'hich  might  affect  the  debtor's  right  to  discharge,  or  matters  of  like 
nature. 

Now,  the  local  offic^e  of  the  Bi'anch  of  Bankruj)tcy  Administration 
is  re(|uired  to  comj)ile  and  maintain  a  list  of  attorneys  Avho  liaAc 
indicated  their  Avillingness  and  ability  to  provide  legal  services  to 
eligible  individuals  in  such  cases,  at  rates  not  in  excess  of  those 
approved  l)y  the  l')ranch  of  BankT'uptcy  Administration,  after  con- 
sultation Avith  State  and  local  bar  associations.  Now,  Mr.  Chairnum. 
in  that  regard,  in  Maine  over  the  past  year  and  a  half,  the  experience 
has  shoAvn  that  some  of  the  most  able  attorneys  in  the  area  haA^e  been 
willing — and  haA-e,  in  fact,  provided  legal  services — representing  con- 
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siimer  debtors  in  these  cases,  at  rates  which  vary  between  $30  and 
$40  per  hour.  Now,  the  customary  time  required  for  an  attorney  to 
counsel  the  debtor  in  a  routine  consumer  case  after  all  of  the  paralegal 
form  filling-  and  so  forth  has  been  comj^leted  is  between  30  minutes  to 
an  liour.  So,  the  aA'erage  counsel  fee  under  this  program  would  de- 
crease from  $200  to  $350  to  around  $40  per  case. 

Now,  this  program  is  proving  extremely  successful  in  Maine,  and  I 
would  simply  like.  Mr.  Chairman,  if  I  could  invite  your  attention  ''to 
it,"'  I  will  not  at  this  time  take  the  time  to  read  the  statement  of  Judge 
Poulos  on  their  experience  in  Portland.  I  think  it  is  impressive.  I  think 
it  is  clear  it  is  working. 

The  commission  also  indicated  a  strong  support  for  the  notion  of  a 
]jroader  spectrum  of  counseling,  and  my  statement  deals  with  that  in 
detail,  and  I  will  not  go  into  it  any  further  at  this  time,  except  to  say 
that  under  a  program  that  exists  in  Bangor,  Maine,  we  have  reduced 
o!ir  failure  rate  under  Chapter  XITI  plans  from  60  percent  down  to  less 
than  10  percent  through  the  use  of  more  effective  counseling.  Anothe*' 
result  of  this  counseling  program 

Senator  Burdick.  Just  a  minute.  You  say  you  reduced  what  as  a 
result  of  counseling? 

Judge  Ci-R.  From  60  percent  failures  down  to  less  than  10  percent 
failures,  Mr.  Chairman. 

Senator  Burdick.  Wliere? 

Judge  Cyr.  In  Bangor,  JNIaine,  OA^er  the  last  3  years,  in  Chapter  XIII 
proceedings. 

Senator  Burdick.  And  are  you  saying  that  is  because  of  counseling? 

Judge  Cyr.  Yes ;  I  am,  sir. 

Senator  Burdick.  I  think  you  just  told  me  a  while  ago  that  bank- 
ruptcies are  on  the  increase. 

Judge  Cyr.  Well,  they  are.  What  I  am  saying  is,  the  plans  that  are 
confirmed  are  being  successful.  They  are  completed  successfully, 
rather  than  failing  because  the  debtor 

Senator  Burdick.  Oh.  vou  are  talking  about  the  plans  under  Chapter 
XIII.  ^  ^  I  i 

Judge  Cyr.  Yes.  I  am  sorry,  INIr.  Chairman.  It  is  Chapter  XIIT.  One 
of  the  results  is  also  that  these  plans  are  now  tailored  to  the  debtor's 
real  abilities.  They  are  not  all  extension  plans.  They  are  composition 
plans  that  fit  his  ability  to  pay.  Accompanied  with  this  is  a  referral 
counseling  program,  which  identifies  any  other  types  of  problems 
which  the  court  is  not  there  to  resolve,  but  makes  available  to  the 
debtor  information  as  to  where  he  could  get  them  solved  in  the  local 
community. 

Counseling  under  the  Commission  bill  is,  as  Professor  Kennedy  said 
yesterday,  limited  to  what  he  called  informational  counseling. 

Under  the  exemption  provisions,  Mr.  Chairman,  our  bill  differs 
primarily,  as  you  know,  in  the  regard  that  it  would  provide  for  a 
ininimum  floor  of  Federal  exemptions  applicable  in  bankruptcy,  and 
the  debtor  would  have  an  option  to  choose  either  the  State  or  the  mini- 
mum Federal  exemption.  We  believe  this  is  all  that  our  own  committee 
could  come  to  agreement  on.  This  is  one  practical  reason  we  arrived 
at  it  and  another  is  that,  as  much  as  we  might  strive  for  uniformity  in 
bankruptcy  administration,  this  is  not  a  uniform  Nation.  There 'are 
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certain  unique  problems  that  are  unique  to  a  given  area,  and  it  seems 
to  us  that,  as  long  as  a  floor  of  exemptions  is  provided  which  would 
prevent  pauperism  on  the  part  of  these  debtors,  that  it  is  all  that  we 
can  realistically  hope  to  obtain. 

Now,  Mr.  Chairman,  with  regard  to  the  discharge — 

Senator  Burdick.  "What  do  you  recommend  we  do  about  a  State  I  am 
advised  of,  under  whose  exemption  law  one  could  hold  $100,000  in 
the  cash  value  of  a  life  insurance  policy  free  and  clear. 

Judge  Ctk.  I  do  not  know  what  the  conference  would  say,  but  I 
previously  suggested  to  the  Maine  legislature  that  that  same  exemp- 
tion provision,  which  is  rather  widespread  throughout  the  country, 
should  be  sharply  curtailed. 

I  frankly  met  with  almost  no  success  in  the  Maine  legislature,  and  I 
do  not  laiow  how  others  would  fare.  I  certainly  would  have  no  objection 
whatever  to  Congress  imposing  a  ceiling  in  those  isolated  regards, 
where  it  may  be  possible  to  do  so. 

Now  with  respect,  Mr.  Chairman,  to  the  discharge  and  discharge- 
ability of  debts,  in  large  part,  once  again,  we  agree  with  the  Commis- 
sion in  its  recommendation.  There  is  one  serious  respect  in  which  we 
disagree.  The  proposal  of  the  Commission  would  be  to  eliminate  the 
materially  false  financial  statement  as  a  basis  upon  which  a  creditor 
can  file  a  complaint  for  a  determination  that  its  claim  is  nondischarge- 
able.  We  believe  that  this  is  not  in  accord  with  the  standards  which 
prevail  in  the  credit  marketplace.  This  proposal  seems  to  us  to  be  an- 
other example  of  the  Commission  retreat  from  the  commitment  of 
assuring  ready  access  to  a  fair  and  impartial  judicial  forum  for  con- 
sumer credit  grantoi'S  and  borrowers  alike. 

Under  the  guise  of  efficiency  and  economy  the  Commission  attempts 
to  stereotype  consumer  insolvency  litigation  by  legislating  out  of  ex- 
istence various  substantive  legal  rights  presently  available. 

Now  the  stigma  of  bankruptcy,  which  we  believe  should  be  mini- 
mized for  lionost  debtors,  will  be  maximized  instead  by  reason  of  this 
discordant  legal  standard  which  is  applicable  in  bankruptcy  proceed- 
ings and  does  not  conform  with  that  which  exists  in  the  present  mar- 
ketplace. The  credit  marketplace  of  the  country  determines  the  stigma 
which  attaches  to  various  conduct  by  credit  borroAvers  and  grantors. 
The  stigma  cannot  be  raised  and  lowered  merely  by  judicial  or  leg- 
islative fiat,  but  it  is  minimized  to  the  extent  that  the  bankruptcy 
laws  reflect  and  are  supportive  of  the  standards  of  the  marketplace. 

The  Commission  proposal  runs  counter  to  the  current  standard  of 
the  marketplace,  and  indeed,  to  a  sound  ci-edit  structure,  one  which 
is  based  on  trust,  which  can  only  be  weakened  at  great  peril  to  the 
economy. 

We  would  recommend  also,  Mr.  Chairman,  that  in  forma  pauperis 
bankruptcy  petitions  be  approved,  thereby  replacing  the  United  States 
V.  Kras  decision.  To  us  it  is  unthinkable  that  the  law  should  continue 
to  exclude  debtors  from  btinkruptcy  relief  merely  because  they  are  too 
destitute  to  be  able  to  afford  the  filing  fee. 

Jurisdiction  would  be  given  to  the  court  over  exempt  property.  We 
would  strenuously  suggest  the  adoption  of  the  redemption  of  collat- 
eral provisions  wliicli  appear  in  both  bills,  wliereby  the  court  would 
be  empowered  to  value  collateral  and  the  law  would  permit  the  debtor 
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to  purchase  back  at  that  price  essentials  that  he  deemed  necessary  for 
his  future  livelihood. 

This  is  one  of  the  large  problems  with  the  existing  discharge  relief. 

The  dischargeability  of  educational  loans  has  been  provided  for. 
We  believe  that  this  provision  really  requires  another  look.  Our  in- 
dications are  that  the  data  upon  which  this  type  of  loan  was  made 
nondischargeable  was  not  data  as  to  how  many  such  claims  were  be- 
ing discharged  in  bankruptcy,  but  rather  on  the  delinquency  rate 
which  exists  in  this  loan  program.  As  soon  as  the  Government  be- 
comes more  efficient  in  its  own  collection  efforts  in  this  regard,  un- 
doubtedly there  will  be  a  lowering  of  that  delinquency  rate. 

Our  own  experience  individually  throughout  the  country  is  that 
there  is  no  higher  incidence  of  this  kind  of  loan  being  discharged  than 
any  other  loan ;  and  that,  of  course,  is  well  below  1  percent. 

Mr.  Chairman,  we  also  adopt  the  proposal  for  making  debts  which 
were  incurred  in  a  credit  splurge  within  90  days  of  bankruptcy  non- 
dischargeable. We  do  so  with  the,  view  in  mind  that  this  kind  of  ac- 
tivity brings  disrepute  to  the  whole  system  and  the  law.  Now  although 
it  may  not  be  a  common  occurrence,  for  that  reason  alone  it  must  be 
curbed. 

With  regard  to  wage  earner  plans,  we  generally  buttress  the  pro- 
posals that  we  and  the  Commission  have  made  over  the  years. 

Now,  in  conclusion,  Mr.  Chairman,  I  do  thank  you  for  your  pa- 
tience. It  should  come  as  no  surprise  to  encounter  the  criticisms  tra- 
ditionally voiced  about  all  bankruptcy  administration,  that  its  costs 
of  administration  are  too  high,  that  administration  is  too  slow,  and 
that  certain  lawyers  monopolize  a  lucrative  practice  in  bankruptcy 
law. 

Wliat  is  astonishing  is  the  fact  that  none  of  these  allegations  has 
been  or  can  be  substantiated,  notwithstanding  the  expenditure,  mind 
you,  of  hundreds  of  thousands  of  dollars  in  connection  with  attempts 
to  do  so.  In  proceedings  which  by  their  very  definition  are  painful 
and  humiliating  for  some  and  economically  calamitous  for  others,  it 
is  to  be  expected  that  attorneys  and  others,  accountants,  appraisers, 
and  auctioneers,  whose  professional  services  must  be  compensated  out 
of  the  invariably  inadequate  residue  of  assets  recoverable  in  these  pro- 
ceedings are  prominent  targets  for  accusations  that  they  are  profiteer- 
ing from  the  salvage. 

Bankruptcy  judges  are  never  allowed  to  forget,  and  others  should 
not  either,  that  insolvency  is  bad  news.  Its  onset  often  oppresses^ 
demoralizes,  injures  and  even  paralyzes  its  victims,  while  it  may  dis- 
appoint, damage  and  annoy  those  whom  it  touches  less  severely.  It 
would  be  naive  to  expect  popular  acclaim  for  a  system  so  immersed 
in  the  unpleasant  and  frequently  hopeless  task  of  attempting  to  put 
to  rest  an  economic  entity,  human  or  corporate,  which  has  ceased  to 
function  due  to  an  overburden  of  unmanageable  indebtedness. 

The  truly  remarkable  fact  is  that  the  essential  integrity  of  the 
court  which  is  charged  with  that  unpopular  responsibility,  despite 
minimal  public  support,  an  antiquated  statute,  and  a  Rube  Goldberg 
judicial  apparatus,  all  of  which  are  beyond  the  power  of  bankruptcy 
judges  alone  to  affect,  has  been  preserved  so  distinctively  intact  that 
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the  entire  American  bankruptcy  system  has  functioned  for  decades 
■without  scandal  or  appreciable  public  criticism. 

Although  we  are  not  here  as  apologists  for  ourselves  or  our  col- 
leagues, it  needs  to  be  said  that  in  jurisdiction  after  jurisdiction 
throughout  this  country  it  is  the  public  and  professional  esteem  in 
which  individual  bankruptcy  judges  are  held  which  has  calmed  the 
anxieties,  buttressed  the  confidence  and  assuaged  the  sensitivities 
tlireatened  by  that  inherently  disputatious  and  disappointing  process 
which  is  bankruptcy. 

The  best  efforts,  Mr.  Chairman,  of  the  Conference  of  Bankruptcy 
Judges  have  been  aimed  at  increased  operational  efficiency  and  to 
propose  a  neAV  bankruptcy  act  to  the  point  that  it  portends  no  signifi- 
cant incursion  upon  the  effectiveness  and  relevancy  of  tlie  liquida- 
tion and  rehabilitation  process. 

We  believe  that  the  Judges'  Bill  has  achieved  that  goal;  we  believe 
that  the  Commission's  Bill  has  overshot  that  mark. 

Mr.  Chairman,  I  thank  you  for  your  attention,  and  we  would  receive 
any  questions  that  you  feel  appropriate  at  this  time. 

I  woulcl  now  like  to  submit  our  prepared  statement  for  inclusion  in 
the  record. 

Senator  Burdick.  Without  objection,  so  ordered. 

[The  prepared  statement  of  the  Honorable  Conrad  K.  Cyr  follows :] 

Statement  of  Bankruptct  Judge  Conead  K.  Cyr,  on  Behalf  of  National 
Conference  of  Bankruptcy  Judges 

I  am  Conrad  K.  Cyr,  the  United  States  Bankruptcy  Judge  headquartered 
at  Bangor,  Maine,  second  vice-president  of  the  National  Conference  of  Bankruptcy 
Judges  and  Editor  of  the  American  Bankruptcy  Law  Journal.  I  am  accompanied 
today  by  two  of  my  colleagues.  Judge  W.  Homer  Drake,  Jr.,  of  Altanta,  Georgia 
and  Judge  Joe  Lee,  of  Lexington,  Kentucky,  both  of  whom  are  past  presidents  of 
the  Conference. 

NATIONAL  conference  OF  BANKRUPTCY  JUDGES 

The  National  Conference  of  Bankruptcy  Judges,  on  whose  behalf  we  have  the 
honor  to  appear  before  the  Senate  Subcommittee  on  Improvements  in  Judicial 
Machinery,  was  organized  forty-nine  years  ago  as  a  voluntary,  non-governmental 
association  of  active  referees  in  bankruptcy  for  the  primary  purpose  of  promoting 
improvements  in  the  practice  of  law  and  the  administration  of  justice  in  the 
bankruptcy  courts  of  the  United  States.  The  Conference  receives  no  financial  sup- 
port from  any  public  or  private  source  whatever,  except  through  the  dues  of  its 
members,  all  of  whom  are  active  or  retired  bankruptcy  judges.  The  principal 
educational  function  of  the  Conference  is  the  publication  of  the  American  Bank- 
ruptcy Law  Journal,  a  quarterly  law  journal  devoted  to  the  publication  of  learned 
articles  in  the  field  of  bankruptcy  law. 

The  National  Conference  of  Bankruptcy  Judges,  which  comprises  among  its 
membership  92%  of  the  220  [189  full-time  and  31  part-time]  active  bankruptcy 
judges  in  the  United  States  and  45  former  bankruptcy  judges,  appears  in  sup- 
port of  S.  235,  the  so-called  Judges'  bill,  for  the  comprehensive  amendment  of 
the  Bankruptcy  Act  of  1898.  We  have  been  advised  by  the  Chairman  of  the 
Committee  on  Bankruptcy  Administration  of  the  Judicial  Conference  of  the 
United  States,  in  response  to  a  request  for  an  opportunity  to  apprise  the  Chair- 
man of  the  views  of  the  National  Conference  of  Bankruptcy  Judges  as  to 
improvements  in  bankruptcy  administration  within  the  Judicial  Branch  of 
Government,^  that  our  views  should  be  communicated  directly  to  the  Congress." 


1  Sep  Letter  of  Judge  Joe  Lee  to  Jndpe  Edward  Weinfeld  dated  November  "0,  1!)73.  at  1-2. 
See  also  Letter  of  Judge  Joe  Lee  to  Judge  Edward  Woinfcld  dated  February  4,  1974. 
'See  Letter  of  Judge  Edward  Weinfeld  to  Judge  Joe  Lee  dated  December  12,  1973,  at  1. 
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In  doing  so,  however,  we  ask  that  neither  our  formal  statement  nor  any  responses 
to  questions  propounded  to  us  during  the  course  of  our  testimony  be  considered 
an  effort  to  interfere  with  matters  involving  congressional  policy  or  as  expres- 
sions of  policy  contrary  to  the  Judicial  Conference  of  the  United  States. 

THE    LEGISLATIVE   PROCESS    IN   BANKRUPTCY   REFORM 

The  (leflnitiou  of  precise  bounds  to  be  drawn  in  the  adoption  of  significant 
social  and  economic  reforms  eventually  necessitates  policy  determinations 
peculiarly  the  province  of  the  Congress.  But  that  legislative  process  must  first 
be  primed;  initially,  of  course,  by  disclosure  of  the  problem  and  later  by 
exposure  to  responsible  proposals  for  its  correction. 

The  problem  of  modernizing  the  bankruptcy  laws  of  the  United  States  is  no 
different.  Fortunately,  however,  due  to  the  foresight  of  a  few.  Congress  is  now 
well  on  its  way  toward  the  ultimate  goal  of  attuning  the  American  insolvency 
system  to  the  demands  of  our  nation's  high-flying  consumer  credit  economy.  We 
have  now  arrived  at  the  penultimate  stage  in  that  process,  the  point  at  which 
specific  legislative  proposals  are  paraded  before  the  Judiciary  Committees  of 
the  House  and  Senate,  whose  primary  responsibility  it  is  to  initiate  legislation 
governing  the  administration  of  the  bankruptcy  laws  of  the  United  States. 

PRIMING   THE   LEGISLATIVE   PROCESS 

The  record  will  show  that  several  years  ago  the  Senate  Subcommittee  on 
Bankruptcy,  under  the  chairmanship  of  Senator  Quentin  N.  Burdick  of  North 
Dakota,  and  the  National  Conference  of  Referees  in  Bankruptcy  set  out  on  this 
important  public  errand  together.  I  think  it  not  inappropriate  to  note,  Mr. 
Chairman,  that  your  voice  was  the  first  and  has  remained  the  most  consistent 
to  be  raised  in  Congress  concerning  the  urgent  need  for  modernization  of  our 
antiquated  federal  bankruptcy  law ;  and  that  bankruptcy  judges  were  instru- 
mental in  priming  the  legislative  process  through  their  disclosures  before  your 
Subcommittee  on  Bankruptcy  iu  1968  of  the  serious  shortcomings  and  inade- 
quacies of  the  present  system.^ 

LEGISLATIVE  RECORD    OF   BURDICK    COMMITTEE   ON   BANKRUPTCY 

We  have  expressed  appreciation  in  the  past,  Mr.  Chairman,  for  the  oppor- 
tunity to  apprise  your  Committee  of  our  views  concerning  the  existing  condi- 
tion of  the  bankruptcy  courts  and  we  wish  to  do  so  again  today  for  this  further 
opportunity  to  present  the  thinking  of  the  nation's  bankruptcy  judges  respecting 
the  various  comprehensive  proposals  for  the  modernization  and  improvement  of 
the  Bankruptcy  Act.  It  is  with  genuine  respect  for  the  indispensable  contribu- 
tions of  the  Burdick  Subcommittee  on  Bankruptcy  that  bankruptcy  judges  appear 
in  this  forum  once  again,  since  it  was  here,  almost  seven  years  ago,  that  the 
testimony  of  bankruptcy  judges  was  first  received  in  unanimous  support  of 
Senate  Joint  Resolution  100  for  the  creation  of  a  commission  to  study  the 
bankruptcy  laws  of  the  United  States. 

It  requires  no  more  than  a  momentary  glimpse  at  the  legislative  testimony  of 
the  representatives  of  this  Conference  to  dispel  altogether  any  thought  that 
bankruptcy  judges,  then  or  now,  have  contented  themselves  with  the  myopic 
supervision  of  no-asset  bankruptcy  cases  or  for  that  matter  with  the  confirmation 
of  Chapter  XI  arrangements.*  What  is  even  more  critically  important  that  we 
glean  from   that  legislative  record,  however,  is  that  the  depth  and  scope  of 


^^The  preamble  to  Senate  Joint  Resohitions  SS  and  100.  which  led  to  the  creation  of  the 
Commission  on  the  Bankruptcy  Laws  of  the  United  States  and  which  were  authored  and 
sponsored  by  Senator  Burdick,  recites,  infer  alia: 

"Whereas  more  than  one-fourth  of  the  referees  in  bankruptcy  have  problems  arising  in 
their  administration  of  the  existing  Bankruptcy  Act  and  have" made  suggestions  for  sub- 
stantial improvement  in  that  Act." 

I'lee  also  note  31  infra. 

*ld. 
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ilieir  testimony  clearly  establishes  that  no  pnWo  official  in  any  hranch  of 
Govemment  is  better  situated  to  icitncss  the  cruel  effects  of  insolvency  than  the 
bankruptcy  judge  and  that  we  would  have  been  less  than  competent  if  we  had 
not  seen  the  need  for  change  and  less  than  responsible  had  we  not  urged  it. 

COMPANION    CONTRIBUTIONS    OF   JUDGES'    CONFERENCE 

The  record  of  the  efforts  and  contributions  of  the  National  Conference  of 
Banki-uptcy  Judges  in  promoting  improvements  in  bankruptcy  law  and  admin- 
istration leaves  no  room  for  questioning  either  the  motivations  or  the  democracy 
of  the  process  by  which  the  opinions  and  recommendations  of  individual  bank- 
ruptcy judges  were  invited  and  considered. 

The  template  work  by  Judge  Joe  Lee,  of  Lexington,  Kentucky,  outlining  a 
study  plan  for  u.se  by  the  Committee  on  the  Judiciary  of  the  United  States 
Senate  is  indicative  of  the  understanding  which  bankruptcy  judges  have  of  the 
problems  in  contemporary  bankruptcy  administration  and  of  the  depth  of  their 
commitment  to  the  correction  of  those  problems  within  a  modernized  court 
system.* 

URGENCY   OF    NEEDS     FOR   CONGRESSIONAL   ACTION 

We  know  that  it  was  fortunate  indeed,  however,  particularly  for  the  hundreds 
of  thousands  of  American  citizens  who  will  experience  the  harsh  impact  of  in- 
solvency during  the  years  immediately  ahead,  that  our  earlier  appeals  for  im- 
provements in  bankruptcy  law  and  administration  were  heeded  years  ago,  first  in 
this  forum  and  in  due  course  by  the  entire  Congress.  With  the  most  serious 
nation-wide  economic  crisis  since  the  Great  Depression  already  upon  us,  the  next 
few  years  will  demonstrate  with  accelerating  urgency  the  need  for  achieving  the 
most  modern  and  effective  insolvency  system  that  Congress  can  devise. 

Therefore,  we  are  delighted  to  learn  of  the  ambitious  schedule  prescribed  by 
the  Committee  for  legislative  hearings  on  S.  235  and  S.  236,*  which  holds  forth 
some  hope  that  a  new  Bankruptcy  Act  may  be  enacted  before  the  end  of  1976. 
With  the  onset  of  the  heaviest  bankruptcy  filings  in  history  already  a  reality, 
congressional  action  cannot  come  too  soon."  Although  there  is  no  reliable  means  of 
projecting  future  bankruptcy  volume  on  any  long  range  basis,  it  is  clear  that  we 
are  rapidly  approaching  300,000  bankruptcy  filings  a  year,  if  not  this  year, 
probably  within  the  next  three  years.  The  hearing  schedule  now  programmed 
would  assure  that  the  promising  legislative  momentum  presently  achieved  will 
not  be  jeopardized  and  that  Congress  will  have  the  opportunity  to  act  quickly 
on  this  problem. 

SENATE   JOINT   RESOLUTION    100 

Senate  Joint  Resolution  100,  authored  and  sponsored  by  Senator  Quentin  N. 
Burdick  of  North  Dakota,  was  introduced  initially  in  the  United  States  Senate 
during  the  90th  Congress.^  Hearings  were  held  before  the  Subcommittee  on 
Bankruptcy  of  the  Committee  on  the  Judiciary,  under  the  chairmanship  of 
Senator  Burdick,  on  July  16-17,  1968."  The  twelve  witnesses  who  appeared  before 
the  committee  were  unanimous  in  their  support  of  S.  J.  Res.  100.  Seven  of  the 


^  Lee,  Bankruptcy  Study  Plan,  Committee  on  the  Judiciary  of  the  United  States  Senate 
[Committee  Print]  (U.S.  Gov't.  Printing  Off.  Wash.  D.C.  Nov.  1971). 

«  We  are  informed  that  the  Committee  anticipates  that  hearings  will  be  concluded  bv 
niid-li)76. 

'  The  total  annual  volume  of  banlvruiitcy  proceedings  has  hovered  around  200.000  for  a 
decade.  But  actual  filings  during  the  first  six  months  of  the  current  fiscal  year  (traditionally 
lower  than  the  second  half  of  the  year)  were  116.(559  cases,  which  represented  an  increase 
of  33%  over  the  corresponding  period  in  the  previous  fiscal  j^ear.  The  cases  filed  during  the 
first  three  months  of  the  fiscal  year  have  been  furtlier  brolven  down  into  6,041  business  cases 
and  47,813  nonbusiness  cases,  roughly  13%  business  and  87%  nonbu.siness  cases.  A  conserva- 
tive projection  of  total  filinr/s  for  tlie  current  fiscal  year  is  252,000  cases,  compared  to  a 
previous  high  of  208,000  cases  in  the  fiscal  year  1967.  Information  provided  bv  the  Banlc- 
ruptcy  Division  of  the  Administrative  Office  of  U.S.  Courts. 

8  H.  Rep.  91-927,  91st  Cong.,  2d  Sess.,  at  4. 

«  Hearings  on  S.J.  Res.  100  Before  the  Subcomm.  on  Banhruptcu  of  the  Senate  Comm. 
on  the  Judiciary,  90th  Cong.,  2d  Sess.  (196S)  [hereinafter  S..T.  Res.  Rep.]. 
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witnesses  who  testified  were  referees  in  bankruptcy."  S.  J.  Res.  100  was  passed 
by  tlie  Senate  prior  to  the  close  of  the  90th  Congress.^ 


11 


SENATE    JOINT    RESOLUTION     88 

Inasmuch  as  the  House  of  Representatives  took  no  action  on  the  measure  dur- 
ing the  90th  Congress,  its  successor,  Senate  Joint  Resolution  88,  was  reintroduced 
in  the  Senate  by  Senator  Burdick  during  the  first  session  of  the  91st  Congress  and 
was  promptly  passed  by  that  body  on  June  20,  1969."^  Introduced  in  the  House  of 
Representatives  on  June  23,  1969,  S.  J.  Res.  88  was  reported  out  of  the  House 
Judiciary  Committee  tcith  amendments  and  committed  to  the  Committee  of  the 
Whole  House  on  March  18,  1970,'*  folowing  hearings  before  Subcommittee  No.  4 
of  the  House  Committee  on  the  Judiciary."  It  was  finally  enacted  into  law  on 
July  24,  1970  as  Public  Law  91-354,  in  the  amended  form  approved  by  the  House.^° 

The  only  controversial  amendment  to  the  original  Senate  version  of  the  resolu- 
tion was  the  elimination  of  the  requirement  that  no  less  than  two  of  the  members 
appointed  to  the  Commission  on  the  Bankruptcy  Laws  of  the  United  States  be 
referees  in  bankruptcy. 

JUDICIAL   CONFERENCE   OPPOSITION 

The  Judicial  Conference  of  the  United  States,  represented  by  the  Chairman  of 
its  Committee  on  Bankruptcy  Administration,  ^*  expressed  determined  opposi- 
tion to  the  appointment  of  referees  in  bankruptcy  to  membership  on  the  Com- 
mission. Notwithstanding  overwhelming  support  for  the  inclusion  of  referees  in 
bankruptcy  from  virtually  all  other  witnesses  and  groups  appearing  before  the 
House  and  Senate  committees,"  Judicial  Conference  opposition  alone  carried  the 
day  and  resulted  in  the  deletion  by  the  House  of  Representatives  of  the  require- 
ment for  the  appointment  of  referees  in  bankruptcy  and  practicing  attorneys  to 
membership  on  the  Commission.'*  Senator  Burdick  in  later  yielding  on  the  amend- 
ment did  so  with  considerable  reluctance,  as  his  remarks  to  his  colleagues 
on  the  floor  of  the  Senate  plainly  reveal : 

"The  House  eliminated  the  requirement  that  two  of  the  appointees  should 
be  'active  practitioners  in  the  field  of  bankruptcy  law'  and  two  should  be 
'active  full-time  referees  in  bankruptcy.'  While  I  would  have  preferred  that 
the  final  version  of  the  Mil  contain  these  restrictions,  especially  those  per- 
taining to  the  appointment  of  referees,  I  am  satisfied  that  the  legislative 
history  of  the  measure  adequately  details  the  desirability  of  making  such 
appointments}^ 

REFEREES    EXCLUDED   FROM    COMMISSION    MEMBERSHIP 

Of  course,  even  if  common  sense  had  not  compelled  it,  the  legislative  history  of 
S.  J.  Res.  88  did  indeed,  as  the  Senator  suggested,  abundantly  detail  the  desir- 
ability of  appointing  referees  in  bankruptcy  to  membership  on  the  Commission, 


1"  The  seven  who  testified,  all  members  of  this  Conference,  were  Judge  Clive  W.  Bare, 
Eastern  District  of  Tennessee :  Judge  John  T.  Copenliaver,  Jr.,  Southern  District  of  West 
Virginia  ;  Judge  Daniel  R.  Cowans,  Xorthern  District  of  California  ;  Judge  Conrad  K.  Cyr, 
District  of  Maine  ;  .Judge  Jacob  Dim,  District  of  Minnesota ;  .Judge  Asa  S.  Herzog,  Southern 
District  of  New  Yorlj ;  and  Judge  Russell  L.  Hiller,  Eastern  District  of  Pennsylvania. 

^U.  Rep.  No.  91-927,  91st  Cong.,  2d  Sess.,  at  4. 

^^  Hearings  on  S.J.  Res.  88  Before  Subcomm.  No.  k  of  the  House  Comm.  on  the  Judiciary, 
91st  Cong.,  1st  Sess.  (1969)   [hereinafter  S.J.  Res.  88  Rep.]. 

^°  119  Cong.  Rec.  S.  11479  (daily  ed.  July  15,  1970). 

^8  Judge  Edward  Weinfeld  of  the  Southern  District  of  New  Torlc,  on  November  22,  1967, 
became  and  has  since  remained  the  Chairman  of  the  Committee  on  Bankruptcy  Administra- 
tion of  the  Judicial  Conference  of  the  United  States.  See  Statement  of  .Judge  Edward 
Weinfeld,  Report  of  Hearings  before  Subcomm.  on  Bankruptcy  of  Senate  Judiciary  Comm. 
on  S.J.  Res.  100.  90th  Cong..  2d  Sess..  at  53. 

"  See  notes  22,  23,  24  &  25  infra. 

18  S.J.  Res.  88.  Union  Calendar  No.  4.30  [Report  No.  91-927],  91st  Cong.,  2d  Sess.,  at  3. 

^^  Remarks  of  Senator  Quentin  N.  Burdick,  119  Cong.  Rec.  S.  11479  (daily  ed.  July  15, 
1970).    (Emphasis  supplied.) 
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just  as  it  establishes  that  the  contrary  view  prevailed  for  reasons  other  than  the 
suasiveness  of  its  rationale.^ 

Obviously  not  satisfied  with  the  reasoning  advanced  in  support  of  the  proposal 
to  exclude  referees  in  bankruptcy  from  membership  on  the  Commission,  the 
Chairman  pursued  the  point  vigorously  during  the  course  of  the  Senate  hearings." 
Nor  was  Senator  Burdick  alone  among  those  who  seemed  unimpressed  with  the 
wisdom  of  the  proposal  to  bar  referees  from  the  deliberative  process  by  means  of 
which  the  Commission  would  reach  its  conclusions  and  fashion  its  recommenda- 
tions for  improvements  in  bankruptcy  administration.^  The  Chairman  of  the 
National  Bankruptcy  Conference,^^  the  Department  of  Justice,^  and  several  expe- 


20  In  response  to  a  question  from  Senator  Burdick,  Judge  Weinfeld  testified  : 

"Well,  this  question  came  up  In  a  somewhat  different  area,  I  judge  about  a  year  and 
a  half  ago,  when  a  Senate  committee  was  considering  the  bill  to  set  up  the  Judicial 
Center.  At  that  time  there  had  been  alternative  proposals  including  the  suggestion 
that,  well,  generally  I  suppose  members  of  the  bar  and  law  professors  be  included  in 
the  Commission.  /  appeared  before  a  Senate  subcommittee  and  strongly  urged  against 
the  inclusion  of  men  who  were  beyond  the  immediate  day-by-day  activity.  I  thought 
judges  were  far  more  experienced,  understanding  the  problems  that  would  come  before 
a  center,  than  those  icho  might  have  theoretical  concepts. 

"Here  the  proposal  is  that  referees  be  included  as  well  as  lawyers,  but  the  fact  is 
that  the  ultimate  judgment  with  respect  to  bankruptcy  matters  is  made  by  judges  of 
the  court  ivho  review  the  various  actions  of  referees  when  petitions  for  review  are 
presented.  And  even  after  a  district  court  judge  passes  a  referee's  action,  the  district 
court  action  is  subject  to  review  by  the  court  of  appeals,  and  I  would  think  that  in 
terms  of  the  broad-gaged  study  which  our  committee  strongly  feels  should  be  under- 
taken by  a  commission  rather  than  a  technical  one,  it  would  be  better  served  by  a 
commission  such  as  the  type  we  have  set  up. 

"I  think,  for  example,  if  you  want  the  views  of  men  who  have  so-called  expertise 
judgment,  a  commission  which  is  engaged  in  a  broad  policy  consideration  of  bank- 
ruptcy can  always  call  upon  such  men.  You  must  bear  in  mind  that  the  experts  have 
points  of  view  reflecting  at  times  their  separate  interest — /  don't  mean  this  special 
interest  in  any  invidious  sense — but  men  sometimes  become  wedded  to  their  par- 
ticular ideas.  It  would  seem  to  me  that  the  Commission  that  we  propose  would  be 
more  concerned  with  broad-gaged  policies  and  in  the  determination  of  those  broad- 
gaged  policies,  the  Commission  would  necessarily  call  in  men  of  varying  points  of  view 
from  the  bar,  from  the  credit  associations,  and  call  upon  referees  to  give  their  points 
of  view. 

"But  we  do  feel  very  strongly  that  the   Commission  as  we  recommend  it,  is   the 
soundest  one  to  achieve  what  we  regard  as  an  almost  essential  overhaul  of  the  bank- 
ruptcy program." 
S.J.  Res.  100  Rep.,  at  63. 

21  Senator  Burdick.  Today,  approximately  92  percent  [of  the  cases]  are  filed  by  employees. 
Don't  you   think  that  the  referees  in  these  wage  employee  cases  are  very  close  to  the 

nuts  and  bolts  of  how  the  chapter  XIII  operates  and  their  views  would  be  very  valuable  to 
the  Commission? 

And  again,  later : 

Senator  Burdick.  *   *   *    [\V]e  need  the  referee  for  the  practical  aspects 

S.J.  Res.  100  Rep.,  at  64-65. 

22  The  Administrative  Office  of  United  States  Courts,  represented  by  the  Director,  the 
Deputy  Director  and  the  Chief  of  the  Bankruptcy  Division,  was  the  only  other  voice  raised 
in  support  of  the  move  to  exclude  referees.  Since  that  agency  is  rigidly  bound  by  the  policy 
decisions  of  the  Judicial  Conference,  its  official  stance  was  inevitable.  A  more  reliable  insight 
into  the  actual  merits  of  the  effort  to  exclude  referees  is  provided  by  the  uncommonly 
candid  expression  of  personal  opinion  by  the  Deputy  Director  of  the  Administrative  Office. 

Mr.  Zeifman.  Mr.  Jackson,  are  you  expressing  the  views  of  the  Judicial  Conference? 

Mr.  .Iackson.  In  my  responses,  I  hope  so  :  I  intended  to,  sir. 

Mr.  Zeifman.  Are  there  any  differences  between  the  positions  taken  by  the  Judicial 
Conference  and  the  position   taken  by  the  Administrative  Office  of  the  U.S.  Courts? 

Mr.  Jackson.  With  respect  to  what,  sir? 

Mr.  Zeifman.  With  respect  to  the  structure  of  the  commission? 

Mr.  Foley.  Well.  The  Administrative  Office  normally  is  bound  to  carry  out  the  policy 
directives  of  the  Judicial  Conference.  And  Mr.  Jackson's  statement  and  Mr.  Friesen's  state- 
ment, which  I  have  submitted,  do  carry  that  out. 

Prom  simply  a  personal  standpoint,  Mr.  Friesen  [Director  of  the  A.O.]  and  I  both  feel 
that,  however  the  commission  is  structured,  referees  should  be  represented.  And  insofar  as 
that  mav  differ  from  the  Conference  position,  that  is  solely  a  personal  standpoint. 

(Etnphais  Supplied.)  S.J.  Res.  88,  Rep.,  at  19. 

23  Mr.    Selioson. 
******* 

I  think  it  is  good  to  have  referees,  two  referees,  on  the  Commission  so  they  can  bring 
that  unique  experience  that  they  have  and  that  day-to-day  experience  that  they'accumnlate 
over  the  years.  And  now  you  have  five  members  who  can  represent  the  public,  bringing  to 
bear  the  broad  public  viewpoint. 

And  I  think  that  this  Commission  as  It  is  now  constituted  under  Senator  Burdick's 
resolution  is  excellent." 

(Emphasis  Supplied.)  S.J.  Res.  88  Rep.,  at  6.3-64. 

21  See  H.  Rep.  91-927,  91st  Cong.,  2d  Sess.,  at  5-6. 
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rieuced  bankruptcy  practitioners '°  also  volunteered  their  approval  of  the  appoint- 
ment of  referees  in  banlcruptcy.  It  was  not  to  be,  however,  and  notwithstanding 
Senator  Burdick's  legitimate  expectation  that  the  legislative  record  itself  clearly 
demonstrated  the  desirability  of  appointing  referees  in  bankruptcy  to  the  Com- 
mission neither  the  Chief  Justice  nor  the  President  appointed  a  referee  in 
bankruptcy."** 

EEFEBEES  REDOUBLE  REFORM  EFFORTS 

Notwithstanding  their  exclusion  from  Commission  membership,  however,  bank- 
ruptcy judges  and  their  Conference,  which  we  have  the  honor  to  represent  here 
today,  have  redoubled  their  individual  and  organizational  efforts  to  conceive, 
consider  and  foster  proposals  for  improvements  in  bankruptcy  law  and  admin- 
istration in  cooperation  with  the  Commission  on  the  Bankruptcy  Laws  of  the 
United  States.^  The  narrative  of  the  scope  and  extent  of  those  efforts  speaks 
volumes  about  the  commitment  of  this  Conference  to  the  betterment  of  the 
American  bankruptcy  system. 

COOPERATION  WITH  COMMISSION 

It  is  of  more  than  passing  significance  that  it  be  recorded  that  whereas  the 
Commission  on  the  Bankruptcy  Laws  of  the  United  States,  with  its  substantial 
investment  of  public  funds  and  a  staff  of  27,  held  21  working  meetings  lasting  a 
total  of  44  days,'^*  the  Liaison  Committee  ^  of  the  National  Conference  of  Bank- 
ruptcy Judges  itself  held  13  working  meetings  lasting  a  total  of  40  days  over 
the  three-year  period  which  it  labored  to  originate  and  study  recommendations 
for  change  and  finally  to  draft  the  proposed  Bankruptcy  Act  of  197-  now  S.  235. 


2- See,  e.g..  Statement  of  Francis  F.  Quittner,  S.J.  Res.  88  Rep.,  at  SO-Sl  : 

"It  is  very  important  that  Referees  in  Bankruptcy  be  members  of  the  Commission.  While 
it  is  true  that  tlie  District  Judges  have  contact  with  banlvruptcy  proceedings,  it  is  only  in 
the  rare  instance  where  an  application  for  review  is  filed  that  the  District  Judge  has  first- 
hand knowledge  of  the  case.  It  is  the  Referee  in  Bankruptcy  who  meets  the  bankrupt  and 
various  witnesses  face  to  face ;  it  is  he  who  solves  the  problems  of  administration  and  who 
determines  discharges,  as  well  as  confirmation  of  arrangements,  and  who  often  does  the  leg- 
work  in  a  Chapter  X,  as  a  special  master.  While  attending  the  Ninth  Circuit  Judicial 
Conference  this  summer.  I  had  the  opportunity  to  discuss  the  proposed  resolution  with  a 
number  of  the  District  Judges  of  this  Circuit.  They  unanimously  agreed  that  it  is  the  Ref- 
eree icho  is  most  knowledgeable  in  the  field  of  bankruptcy,  and  that  the  holder  of  this  office 
would  make  the  most  substantial  contribution  to  the  Commission.  Therefore,  this  provision 
in  the  resolution  should  in  my  opinion,  be  left  untouched." 

{Emphasis  Supplied.) 

See  also  Statement  of  Roy  E.  Willy,  of  Sioux  Falls,  South  Dakota  : 

"There  has  been  some  opposition  expressed  by  the  Bankruptcy  Committee  of  the  Judicial 
Conference  to  the  composition  of  the  Commission  as  set  forth  in  the  resolution  for  the 
reason  that  it  includes  in  its  membership  two  active,  full-time  Referees  to  be  appointed  by 
the  Chief  Justice  of  the  United  States. 

"In  the  creation  of  a  Commission  whose  function  it  is  to  study,  evaluate,  review  and 
recommend  changes  in  the  bankruptcy  statute,  it  seems  only  logical  that  there  should  be 
included  in  its  membership  some  representatives  at  least  of  the  men  who  from  experience 
have  a  full  and  working  knowledge  of  the  bankruptcy  law  and  a  firsthand  contact  with  its 
many  problems.  To  exclude  such  men  from  membership  on  the  Commission  and  deny  to  them 
a  voice  in  shaping  its  recommendations  and  conclusions  would,  he  to  deprive  the  Commission 
of  the  benefit  of  the  men  best  qualified  from,  experience  to  speak  out  in  the  Commission 
conferences,  tvhich  will  ultimately  result  in  the  shaping  of  the  recommendations  to  be 
made  to   the  Congress. 

"The  full-time  Referees  to  be  appointed  on  the  Commission  are  better  qualified  from 
experience  and  firsthand  knowledge  with  the  problems  arising  in  bankruptcy  administration 
than  the  average  Federal  Judge,  who  has  had  little  or  no  exposure  to  bankruptcy  practice. 

"I  strongly  support  the  composition  of  the  Commission  as  is  now  set  out  in  Senate  Joint 
Resolution  8,  and  urge  that  any  Commission  created  by  this  resolution  should  include 
among  its  members  one  or  more  active  full-time  Referees." 

{Emphasis  Supplied.)  S.J.  Res.  88  Rep.,  at  84. 

28  The  Chief  Justice  designated  two  metropolitan  area  district  judges,  the  chairman  and 
another  member  of  the  Committee  on  Bankruptcy  Administration  of  the  Judicial  Con- 
ference. The  President  named  an  attorney  to  the  chairmanship  of  the  Commission  and 
appointed  a  representative  of  the  firm  of  Dun  &  Bradstreet  and  the  chairman  of  the 
National  Bankruptcy  Conference  to  membership  on  the  Commission. 

^  See  Comm.  Rep.  Part  I,  at  xiii-xiv. 
^  Id.   at  vi. 

29  The  committee,  which  has  been  variously  entitled  the  Study  Committee,  the  Liaison 
Committee  and  the  Legislative  Committee,  included  bankruptcy  judges  Clive  W.  Bare,  of 
Knoxville,  Tennessee;  John  T.  Copenhaver,  Jr.,  of  Charleston,  West  Virginia;  Daniel  R. 
Cowans,  of  San  Jose,  California  ;  Conrad  K.  Cyr,  of  Bangor,  Maine  ;  W.  Homer  Drake.  Jr., 
of  Atlanta,  Georgia  :  Asa  S.  Herzog,  of  New  York  City  ;  Joe  Lee,  of  Lexington,  Kentucky ; 
Arthur  L.  Moller,  of  Houston,  Texas ;  and  Robert  B.  Morton,  of  Wichita,  Kansas.  The 
aggregate  judicial  experience  in  bankruptcy  administration  represented  on  the  committee 
amounts  to   132  years. 
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In  addition,  more  than  200  bankruptcy  judges  devoted  a  minimum  of  1800  man 
hours  in  responding  to  Liaison  Committee  inquiries,  which  were  then  collated 
by  the  Committee.  Furthermore,  there  were  four  general  meetings  of  the  Con- 
ference during  this  period,  at  which  consideration  and  debate  over  proposals  for 
the  comprehensive  amendment  of  the  Bankruptcy  Act  received  primary  attention. 
The  sole  source  of  support  for  this  extraordinary,  if  not  unprecedented,  under 
taking  have  been  the  unflagging  energies  of  individual  bankruptcy  judges  and 
their  rapidly  dwindling  conference  treasury. 

s.   2.35 

In  light  of  its  genesis  we  feel  confident  that  S.  235,  in  support  of  which  we 
appear  here  today,  represents  a  careful,  workmanlike  and  yet  responsibly  inno- 
vative legislative  proposal  for  the  modernization  and  improvement  of  federal 
bankruptcy  administration.  We  are  convinced  on  the  basis  of  long  experience 
gained  at  the  firing  line  in  bankruptcy  administration  that  S.  235  is  preferable 
in  many  important  respects  to  S.  235,  the  so-called  Commission  bill,  because,  as 
we  are  about  to  demonstrate,  it  represents  a  more  responsive  rejokider  to  the 
congressional  mandate  autJiorizing  a  study  of  our  hanlcruptcy  system,  hy  reason 
of  the  fact  that  it  proposes  more  practicable,  better  proportioned  and  more  inno- 
vative solutions  for  the  important  shortcomings  of  the  present  system. 

Evaluating  S.  235  and  S.  286 

The  measure  of  the  merits  of  that  contention  are  the  legislative  purposes  which 
prompted  the  creation  of  the  Commission  as  expressed  in  the  language  and 
legislative  history  of  Senate  .Joint  Resolution  88. 

The  preamble  to  S.  J.  Res.  88  reads : 

"Whereas  the  number  of  bankruptcies  in  the  United  States  has  increased 
more  than  1,000  per  centum  annually  in  the  last  twenty  years ;  and 

"Whereas  more  than  one-fourth  of  the  referees  in  bankruptcy  have  problems 
arising  in  their  administration  of  the  existing  Bankruptcy  Act  and  have  made 
suggestions  for  substantial  improvement  in  that  Act ;  and 

"Whereas  the  technical  aspects  of  the  Bankruptcy  Act  are  interwoven  with 
the  rapid  expansion  of  credit  which  has  reached  proportions  far  beyond  anything 
previously  experienced  by  the  citizens  of  the  United  States  :  and 

"Whereas  there  appears  to  be  little  experience  or  understanding  by  the  Fed- 
eral Government  and  the  commercial  community  of  the  Nation  in  evaluating 
the  need  to  update  the  technical  aspects  of  the  Bankruptcy  Act  and  the 
financial  policies  pursued  by  the  Federal  Government  and  the  commercial 
community  *  *  *." 

The  joint  resolution  then  charges  the  Commission  with  the  duty  to  "recommend 
changes  to  the  [Bankruptcy  Act  of  1898]  ...  in  order  for  such  Act  to  reflect 
and  adequately  meet  the  demands  of  present  technical,  financial,  and  commercial 

The  legislative  history  of  S.J.  Res.  88  is  highlighted  by  its  strong  emphasis 
upon  the  seriousness  and  importance  of  the  consumer  insolvency  problem.*^  In 


»"  S.J.  Res.  88  Rep.  §  Kb). 

31  See,  e.g..  Statement  of  Senator  Burdick,  Ilrayinas  on  S!.J.  i?es.  100  Before  the  S!tiJ)comm. 
on  Banl-ruptey  of  the  Senate  Comm.  on  the  Judicial!/,  90th  Cons.,  2d  Sess.,  at  3  (1968)  ; 
Statement  of  Hon.  Asa  S.  Herzog,  Hearings  on  S.J.  Res.  100  before  the  Suhcninm.  on 
Bankrupted  of  the  Senate  Comm.  on  the  Judiciary,  90th  Cong.,  2d  Sess.,  at  4  ;  Statement  of 
Hon.  Daniel  R.  (^owans.  Hearings  on  S.J.  Res.  1(10  before  Subcomni.  on  Bankniptcij  of  the 
Senate  Comm.  on  the  Judiciary,  90th  Conp:..  2d  Sess.,  at  11  ;  Statement  of  Hon.  Conrad  K. 
Cyr,  Hearings  on  S.J.  Res.  100  before  Subcomm.  on  Bankruptcy  of  the  Senate  Comm.  on 
the  Judiciary,  90th  Conjr.,  2d  Sess.,  at  48:  Statement  of  Hon.  Clive  W.  Bare,  Hearings  on 
8.J.  Res.  88  Before  a  Subcomm.  of  the  House  Comm.  on  the  Judiciary,  91st  Cong.,  1st 
Sess.,  at  42  (1969)  ;  109  Cong.  Rec.  H6218  (dail.v  ed.  June  30,  1970)  (statement  of  Roger 
H.  Nielson).  Cf.  Co-wans,  ,4?!  Agenda  for  Bankrvptcu  Reformers,  43  Ref.  J.  47  (1969)  :  Lee, 
What  Shall  We  Do  For  The  Consumer  Bankrupt?,  44  Ref.  J.  9  (1970)  ;  Cvr.  A  Janus 
View — "The  Neto  Bankruptci)  Rules — Circa  lOTO,"  44  Ref.  J.  (April,  1970)  :  Bare,  "Bank- 
ruptcy In  The  Twentieth  Century,"  44  Ref.  J.  37  (1970)  :  Ponlos,  The  Secured  Creditor 
In  Wage  Earner  Proceedings:  Dream  Versus  Reality,  44  Ref.  J.  68  (1970)  ;  Dilenschnelder, 
Dischargeahility :  A  Brief  For  The  Consumer  Bankrupt,  44  Ref.  J.  83  (1970)  :  Cyr,  Bank- 
ruptcy Courts  M  Transition  Toward  Debtor  Rehabilitation,  22  Me.  L.  Rev.  333  (1970)  ;  Cyr, 
Chapter  XIII  And  the  Commission  on  the  Bankruptcy  Laws  of  the  United  States:  A  Time 
of  Reckoning,  7.5  Com.  L.  J.  38.5  (1970)  ;  Herzog.  Bankruptcy  Tomorrow,  4.5  Am.  Bankr. 
L.  J.  57  (1971)  ;  Sellgson.  Major  Problems  For  Consideration  by  the  Commission  on  the 
Bankruptcy  Laws  of  the  United  States,  45  Am.  Bankr.  L.  J.  73  (1971)  ;  Lee,  Possible 
Alternatives  to  the  Present  System  of  Bankruptcy  Administration,  45  Am.  Bankr.  L.  J.  149 
(1971);  Hufstedler,  Consumers  in  Bankruptcy-Ln^id,  45  Am.  Bankr.  L.  J.  199  (1971); 
Jackson,  Bankruptcy  Administration  Then  And  Now,  45  Am.  Bankr.  L.  J.  249  (1971)  ; 
Lee,  The  Counseling  of  Debtors  in  Bankruptcy  Proceedings,  45  Am.  Bankr.  L.  J.  387  (1971). 


71 

personal  testimony  before  Subcommittee  No.  4  of  the  House  Committee  on  the 
Judiciary  Senator  Burdick  demonstrated  that  during  tlie  three  decades  since 
1939  the  population  of  the  United  States  increased  from  130.5  million  to  202.3 
million,  which  on  an  index  of  100  is  an  increase  to  155;  whereas  during  the 
same  period  consumer  credit  increased  from  $6.4  to  $112.9  billion  and  bank- 
ruptcy filings  increased  from  51,000  to  185,000  (92%  of  which  were  consumer 
cases),  increases  (on  an  index  of  100)  to  1,722  and  363,  respectively.''- 

COM MISSION    MEMBERSHIP   BUSINESS    BANKRUPTCY   ORIENTED 

The  Commission  on  the  Bankruptcy  Laws  of  the  United  States  was  brought 
into  being  primarily  as  the  result  of  congressional  concern  for  the  urgent  need 
to  update  and  attune  the  federal  bankruptcy  system  to  the  realities  of  our 
contemporary  consumer  credit-oriented  economy.  It  was  designed  to  remedy  the 
historical  imbalance  in  legislative  emphasis  upon  business  bankruptcy  law  and 
to  bring  the  consumer  bankruptcy  system  into  the  space  age  witli  one  giant  boot 
strap  effort.  Therefore,  it  was  particularly  disappointing  to  learn  that  the  Com- 
mission did  not  number  among  its  members  a  single  individual  with  substantial 
experience  in  consumer  bankruptcy  administration  or  practice,  despite  its  gen- 
esis in  response  to  the  compelling  need  to  design  and  foster  the  development  of 
a  more  effective  consumer  bankruptcy  system,  consumer  proceedings  comprising 
as  they  have  for  more  than  a  decade  over  90%  of  all  bankruptcy  cases  filed. 
It  is  as  though  a  Commission  were  created  to  study  and  recommend  improve- 
ments in  surgical  procedures  and  its  membership  comprised  only  hospital  trustees 
and  physicians,  without  a  single  surgeon. 

CONSUMER   CASE    NOT    MINIATURE   BUSINESS    CASE 

It  is  abundantly  clear,  and  the  enactment  of  S.J.  88  was  welcome  evidence 
of  congressional  awareness,  that  consumer  insolvency  is  no  mere  miniature 
business  insolvency,  but  that  it  requires  the  application  of  legal  standards  and 
procedures  which  reflect  its  radically  different  origins,  as  well  as  the  humanity 
of  its  primary  victims.  The  fact  that  the  Congress  has  once  demonstrated  its 
awareness  of  the  problem  is  not  enough,  however,  since  the  actual  selection 
of  the  membership  of  the  Commission  did  not  provide  representation  on  the  part 
of  persons  with  sound  qualifications  and  long  experience  in  the  fields  of  consumer 
credit  and  consumer  insolvency  administration.  Were  it  not  for  the  unmistakable 
fact  that  just  such  an  approach  largely  accounts  for  the  sorry  state  of  the 
consumer  insolvency  system  presently  in  force,  more  need  not  be  said  on  the 
subject.'"  But  it  is  precisely  because  consumer  insolvency  problems  did  not  re- 
ceive adequate  attention  in  the  drafting  of  the  Chandler  Act  of  1938  that  it  is 
in  great  need  of  revision  today.  It  is  important,  therefore,  to  emphasize  that 
the  thrust  'beJiind  the  creation  of  the  Commission  must  not  he  deflected  toward 
the  mere  realization  of  a  new  business  insolvency  system  .dimply  because  the 
interests,  experience  and  qualifications  of  the  individuals  who  determined  and 
prepared  the  Commission  Report  tvere  almost  exclusively  related  to  business 
insolvency  problems. 

PR0BLE:MS    LEADING    TO    CREATION    OF    THE    COMMISSION 

The  Commission  has  identified  five  principal  problems  leading  to  its  creation 
by  Congress,  as  determined  from  its  own  management  study,  the  Brookings 
Report  and  other  information  gathered  during  its  study :  '* 

1.  the  rising  tide  of  consumer  bankruptcies  ; 

2.  excessive  administrative  costs,  delays,  and  inefficiencies  : 

3.  the  inadequacy  of  relief  in  the  bankruptcy  system  ; 

4.  lack  of  uniformity  in  practices  of  courts  and  offices ; 

5.  need  for  substantial  revision  of  bankruptcy  administration.'" 


32  S.J.  Res.  88  Rep.,  at  6.  7. 

33  See,  e.fj..  In  re  Perry,  272  F.  Snpp.  73.  86  (D.  Me.  1967). 
^*  See  Comm.  Rep.  Part  I,  at  2-o. 

ss  The  'need  for  substantial  revision  of  bankruptcy  administration'  represents  a  conclu- 
sion premised  on  the  problems  with  present  bankruptcy  administration  perceived  by  the; 
Commission. 
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COMSIIS.SIO?r    LEGISLATIVE    RECORD 

Primary  reliance  should  be  placed  upon  the  legislative  record  itself  in  deter- 
mining the  reasons  which  prompted  the  creation  of  the  Commission.  Moreover, 
the  leiiislative  record  move  vividly  and  precisely  relates  the  proportions  of  the 
problems  which  precipitated  the  enactment  of  S.J.  Res.  SS  than  does  the  Com- 
mission Report.  The  widespread  concerns  expressed  by  bankruptcy  judges  and 
others  about  the  waste  resulting  from  unnecessary  and  redundant  paper  work, 
the  inefficiencies  produced  by  the  application  in  consumer  cases  of  procedures 
designed  for  business  cases,  the  delays  and  expense  occasioned  by  the  antiquated 
summary-plenary  jurisdictional  dichotomy  and  by  the  splitting  of  judicial 
responsibility  in  bankruptcy  cases  lietween  the  bankruptcy  judge  and  the  district 
judge  each  contributed  substantially  to  the  creation  of  the  Commission. 

RISE   IN    CONSUlStER   CASES 

But  undoubtedly  no  one  ^^'ill  question  that  the  dramatic  increase  in  consumer 
insolvencj-  cases  was  the  major  motivation  behind  the  creation  of  the  Commis- 
sion. Judge  Asa  S.  Herzog,  of  the  Southern  District  of  New  York,  probably  the 
most  able  and  respected  authority  on  bankruptcy  law  and  administration  in  the 
nation,  graphically  described  the  rising  tide  of  consumer  bankruptcies  in 
testimony  before  the  Senate  Subcommittee  on  Bankruptcy: 

"In  the  last  three  decades  we  have  seen  pervasive  socioeconomic  changes, 
The  new  "credit  card  society"  has  come  of  age;  the  advanced  use  of  ad- 
vertising media  coupled  with  modern  psychological  techniques  can  and  do 
make  people  yearn  for  and  acquire  goods  for  which  they  have  little  or  no 
earthly  use.  This  has  been  accompanied  by  an  unprecedented  upward  spiral- 
ing  of  individual  bankruptcies  amounting  to  bankrupticies  at  the  rate  of 
more  than  one  a  minute  for  every  business  day  last  year."  ^'' 

WASTE,    DELAY   AND   INEFFICIENCY 

The  need  for  the  elimination  of  the  wasteful  dichotomy  between  summary  and 
plenary  jurisdiction  has  never  been  more  colorfully  pleaded  than  by  another 
noted  banki-uptcy  authority,  former  Bankruptcy  Judge  Daniel  R.  Cowans,  of  San 
Jose,  California,  who  explained  that  the  provision  introduced  in  the  Bankruptcy 
Act  of  1898  requiring  that  plenary  proceedings  be  had  in  state  courts  came  as  a 
result  of  experiences  derived  under  the  Bankruptcy  Act  of  1867,  tending  to  show 
that  state  courts  were  more  economical  and  convenient  for  litigants  and  witnesses 
than  were  federal  courts.^  Judge  Cowans  then  commented — 

"Well  ...  9  years  after  the  Act  of  1867  was  1876,  the  year  of  the  battle 
of  the  Little  Big  Horn  River  when  Custer  was  wiped  out.  Ten  years  there- 
after was  tlie  last  of  the  Indian  "Wars.  There  were  no  automobiles,  no  roads. 
People  [went]   to  Federal  court  in  buckboards.  No  wonder  it  was  to  the 
greater  convenience  and  economy  of  the  witnesses  to  try  matters  in  a  State 
court."  ^ 
Judge  Cowans'  message  was  not  only  historically  astute,  but  also  a  pointed  re- 
minder that  several  of  the  principal  problems  inhering  in  bankruptcy  adminis- 
tration today  stem  from  bankruptcy  laws  in  force  more  than  a  century  ago,  which 
surely  are  long  overdue  at  their  own  'last  stand.'  Judge  Jacob  Dim,  of  the  District 
of  Minnesota,  in  addressing  himself  to  the  same  problem,  eloquently  observed 
that— 

"Tens  of  thousands  of  hours  have  been  wasted  in  all  courts  of  the  land  in 
trying  "on  the  merits"  the  qxiestion  of  which  court  has  jurisdiction  in  bank- 
ruptcy matters.  These  trials  are  tantamount  to  trying  the  case  in  chief 
twice :  once  to  determine  if  the  court  has  jurisdiction  and  then  to  determine 
the  case  itself.  Generally,  the  evidence  is  the  same  in  each  matter."  ^ 

INADEQUACY   OF   RELIEF 

The  inadequacy  of  the  relief  provided  in  bankruptcy  cases  was  repeatedly  em- 
phasized by  virtually  all  witnesses  who  testified  in  support  of  Senate  Joint 
Resolutions  88  and  100.  It  was  pointed  out  that  wage-earning  debtors  are  often 
grossly  overcharged  for  a  highly  overrated  legal  remedy  which  at  best  affords 


38  Statement  of  Hon.  Asa  S.  Herzos:.  S.J.  Res.  100  Rep.,  at  o. 

37  Statement  of  Hon.  Daniel  R.  Cowans,  S.J.  Res.  100  Rep.,  at  12. 

^1(1. 

36  Statement  of  Hon.  Jacob  Dim,  S.J.  Res.  100  Rep.,  at  30. 
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rehabilitation  of  dubious  wortb/°  The  inatlequacles  of  the  relief  afforded  con- 
sumer debtors  in  straight  bankruptcy  proceedings  drew  the  criticism  of  Judge 
Clive  W.   Bare  of  Knoxville,  Tennessee,  another  highly  respected  bankruptcy 

judge '. 

"In  far  too  many  instances  the  present  act  does  not  result  in  a  prompt  and 
economical  liquidation  and  distribution  of  insolvent  estates ;  nor  does  the 
present:  act  in  many  instances  relieve  the  honest  debtor  from  oppressive  in- 
debtedness and  permit  him  to  start  afresh."  "■ 
Judiie  Cowans  capsulated  the  essential  nature  of  the  abuses  heretofore  inherent 
in  our^system  of  consumer  bankruptcy  discharge  relief  \vhen  he  said  : 

"It  seems  a  consummate  piece  of  injustice  to  me  to  siay  to  a  man :  You  have 
a  great  deal  of  financial  trouble  and  very  few  assets ;  give  us  all  of  those 
assets  except  a  few  that  are  exempted  under  the  Mw,  and  we  will  give  you  a 
piece  of  paper  tliat  you  do  not  understand.  Once  we  have  given  you  this  piece 
of  paper  and  you  leave  here  you  must  then  litigate  with  any  creditor  who 
says  it  does  not  apply  to  him."  ^■ 

LACK   OF   UNIFORMITY   IN    PKACTICE 

Implicit  in  the  Commission's  emphasis  upon  the  lack  of  uniformity  in  the 
practices  of  the  various  bankruptcy  courts  and  their  clerical  staffs  is  the  notion 
that  in  the  future  the  bankruptcy  courts  should  be  relieved  of  all  responsibility 
for  the  superintendence  of  bankruptcy  administration  because  their  involvement 
will  prevent  or  inhibit  substantial  uniformity  in  bankruptcy  practice  and  pro- 
cedures throughout  the  country. 

The  recent  promulgation  of  Rules  of  Bankruptcy  Procedure  are  demonstrating 
beyond  question  that  bankruptcy  court  practice  and  procedure  can  be  rendered 
as  uniform  as  federal  court  civil  procedures  generally. 

The  Commission  Report  also  fails  to  pay  appropriate  heed  to  the  fact  that 
the  obsolete  statute  under  which  the  bankruptcy  courts  have  been  required  to 
function  for  decades,  resulting  as  it  has  in  conspicuous  injustices,  particularly 
in  consumer  cases,  such  as  some  of  those  mentioned  above,  prompted  some, 
though  by  no  means  all,  bankruptcy  courts  to  experiment  with  and  to  innovate 
programs  aimed  at  enhancing  the  relief  available  to  debtors  and  creditors  within 
their  respective  districts.  As  one  of  a  number  of  bankruptcy  judges  who  has 
attempted  to  do  so,  I  can  vouch  for  the  extreme  difliculties  encountered  by  any 
individual  bankruptcy  court  in  devising  new  and  more  relevant  administrative 
procedures  for  availing  consumer  debtors  of  meaningful  relief  and  rehabilitation. 
The  fact  that  all  bankruptcy  judges  have  not  chosen  or  been  able  to  do  so  does 
not  mean  that  they  can  be  fairly  faulted  for  administering  programs  in  their 
respective  areas  along  existing  guidelines,  especially  since  the  heavy  volumes 
of  proceedings  with  which  the  bankruptcy  courts  have  been  deluged  over  the 
past  fifteen  years  have  assured  that  little  time  or  energy  remains  available  for 
such  undertakings.  On  the  basis  of  such  evidence  it  would  be  entirely  unwar- 
ranted to  conclude  that  the  bankruptcy  courts  either  cannot  or  will  not  conform 
to  clear  standards  prescribed  by  the  Congress  for  the  administration  of  bank- 
ruptcy proceedings. 

AVAILABILITY    OF    CHAPTER    XIII    RELIEF 

The  Commission  seemed  especially  struck  by  "the  virtual  non-existence  of 
wage-earner  plans  in  some  districts  and  their  use  to  the  virtual  exclusion  of 
straight  bankruptcy  proceedings  in  others." "  I  am  unaware  of  any  district, 
including  the  Northern  and  Southern  Districts  of  Alabama,"  of  which  it  can  be 
stated  with  accuracy  that  Chapter  XIII  is  used  to  the  "virtual  exclusion"  of 
ordinary  bankruptcy  relief.  Nor  is  it  any  real  wonder  that  Alabama  has  dis- 
played a  consistent  preference  for  Chapter  XIII  over  straight  bankruptcy.  It 
was  in  Birmingham,  Alabama,  during  the  early  years  of  the  Great  Depression, 
that  Referee  Valentine  Nesbitt  devised  and  implemented  the  first  "wage  earner 
program"  from  the  "whole  cloth'  of  former  Section  74,  which  became  the  principal 


^o  See,  e.g..  Statement  of  Hon.  Conrad  K.  Cvr,  S.J.  Res.  100  Rep.,  at  50-51. 

"  Statement  of  Hon.  Clive  W.  Bare,  S..T.  Res.  100  Rep.,  at  19. 

«  Statement  of  lion.  Daniel  R.  Cowans,  S.J.  Res.  100  Rep.,  at  17-18. 

«  Comra.  Rep.  Part  I,  at  4. 

'*  Total  filings  in  tlie  Northern  District  of  Alabama  in  fiscal  year  1973  were  4, .548  cases, 
of  which  3,1.^8  were  Chapter  XIII  proceedings.  In  the  Southern  District  of  Alabama  there 
were  1,325  cases,  of  which  1,019  were  Chapter  XIII.  1973  Annual  Rep.  of  Dir.  of  Adm.  OfC, 
U.S.  Cts.  (Wash.,  D.C.  1973),  at  Table  P.  2. 
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model  on  which  Congress  relied  in  fashioning  Chapter  XIII  as  part  of  the 
Chandler  Act  of  1938.**  The  program  at  Birmingham  has  developed  and  con- 
sistently remained  the  largest  Chapter  XIII  program  in  the  nation,  both  because 
of  its  early  beginnings  and  its  widespread  community  acceptance. 

The  Commission  itself  noted  that  disparities  in  the  use  of  Chapter  XIII  are 
caused  by  several  factors,  including  lack  of  awareness  on  the  part  of  the  debtors, 
creditors  and  attorneys  of  the  existence  of  Chapter  XIII  in  some  areas ;  diflfering 
social  and  creditor  attitudes  toward  consumer  insolvency  and  variations  in  the 
attitudes  of  bankruptcy  judges  in  different  parts  of  the  country.** 

There  are  a  number  of  districts,  notably  including  the  Southern  District  of  New 
York,  in  which  very  few  Chapter  XIII  cases  are  filed.*"  Among  the  causes  of 
differing  attitudes  among  bankruptcy  judges  toward  Chapter  XIII  is  the  fact  that 
in  areas  such  as  the  Southern  District  of  New  York  bankruptcy  judges  are  and 
have  always  been  required  to  devote  almost  all  of  their  time  and  efforts  to  the 
complexities  of  liuge  business  bankruptcy,  arrangement  and  reorganization  cases. 
Neither  by  training  nor  experience  are  business  bankruptcy  judges  likely  to  be 
inclined  to  promote  the  development  of  a  Chapter  XIII  program,  even  if  their 
busy  schedules  permitted.  The  ready  solution  to  availing  debtors  and  creditors 
of  a  Chapter  XIII  program  in  areas  where  they  desire  it  is  through  the  designa- 
tion of  a  particular  bankruptcy  judge  in  each  large  metropolitan  area  to  handle 
Chapter  XIII  cases,  such  as  is  already  being  done  in  large  metropolitan  centers 
like  Chicago,  Atlanta  and  Seattle. 

Another  important  practical  reason  why  bankruptcy  judges  differ  in  their 
attitudes  toward  Chapter  XIII  is  .simply  that  some  are  part-time  rather  than 
full-time  judges.  The  sharp  discrepancy  in  the  incidence  of  Chapter  XIII  filings 
in  Maine,  as  compared  to  Vermont  and  New  Hampshire,  for  instance,  is  un- 
doubtedly due  to  the  fact  that  Vermont  and  New  Hampshire  have  but  one  part- 
time  bankruptcy  judge,  whereas  Maine  has  two  full-time  bankruptcy  judges. 

Undoubtedly,  however,  it  is  the  absence  of  any  functional  consensus  as  to  the 
true  nature  and  purpose  of  Chapter  XIII  which  for  the  most  part  accounts  for 
these  disparities  in  the  availability  and  effectiveness  of  Chapter  XIII  in  various 
parts  of  the  country.  The  Chandler  Act  of  1938  failed  badly  in  its  attempt  to 
identify,  select  and  order  the  priority  of  the  public  policy  objectives  of  Chapter 
XIII.  Critical  provisions  affecting  Chapter  XIII  were  hastily  put  together  in 
the  waning  hours  prior  to  its  enactment,  with  the  result  that  they  were  modeled 
on  the  inapposite  provisions  of  the  arrangement  and  reorganization  sections 
of  Chapters  X  and  XI.^  As  a  result,  many  attorneys,  bankruptcy  judges  and  dis- 
trict judges,  as  is  our  wont,  to  this  day  debate  endlessly  as  to  whether  Chapter 
XIII  was  designed  and  intended  by  Congress  to  serve  as  a  vehicle  for  debtor 
relief  and  rehabilitation  or  as  a  collection  device  for  creditors.*' 

Insofar  as  there  may  now  remain  a  lack  of  uniformity  in  the  availahiUty  of 
Chapter  XIII  in  the  various  districts,  congressional  adoption  of  the  legislative 
intent  of  Chapter  VI  plans  for  debtors  with  regular  income  as  proposed  in  S.  235 
will  accomplish  the  desired  end.  Where  the  problem  is  a  lack  of  the  desired  con- 
sistency in  the  administrative  practices  employed  under  various  Chapter  XIII 
programs,  the  implementation  of  uniform  national  standards  for  the  supervision 
of  such  plans  by  trustees  is  all  that  is  needed.^ 

THE   "bankruptcy  RING" 

Subject  to  the  practical  qualifications  already  noted,  it  is  clear  from  a  com- 
parison of  S.  235  and  S.  236  that  there  is  substantial  agreement  in  principle  be- 
tween the  Commission  and  the  National  Conference  of  Bankruptcy  Judges  as  to 
the  more  important  defects  leading  to  the  creation  of  the  Commission,  v>ith  one 
major  exception,  as  to  which  ive  take  definite  exception. 


«  Rep.  of  Hearing  before  a  Subcomm.  of  the  Comm.  on  the  Judiciary  of  the  U.S.  Senate 
on  H.R.  S046.  T.'ith  Cong.,  2d  Sess.,  at  66  (193S). 

*8  fJee  Comm.  Rep.  Part  I,  at  12. 

"  The  Southern  District  of  New  Yorlv  had  but  one  Chapter  XIII  proceeding  initiated  in 
fiscal  year  197.S  among  the  1.197  total  cases  filed.  See  1973  Annual  Rep.  of  Dir.  of  Adm.  Off. 
U.S.  Cts.  (Wash.,  D.C.  1973).  at  Table  F.  2. 

However,  there  were  but  five  districts  in  the  country  (Vt.,  Delaware,  W.  Pa..  W.  Wash, 
and  E.  Okla.)   in  which  no  Chapter  XIII  cases  were  filed  in  fiscal  vear  1973.  Id. 

*-^  See,  e.g.,  In  re  Perry,  272  F.    Supp.  7%,  86.  SS  (D.  Me.  1967). 

*^  Compare,  e.q..  Statement  of  Hon.  Conrad  K.  Cvr,  S.J.  Res.  100  Rep.,  at  .t1-52,  xcith 
Statement  of  Hon.  Edward  Weinfeld.  S.J.  Res.  100  Rep.,  at  64-65. 

«>See  Tselilvis,  The  Chapter  XIII  Trtisiee:  "Trustee"  or  Disbursing  Agent?  21  Me.  L. 
Rev.  53  (1969).  This  interesting  study  reveals  that  Chapter  XIII  trustees  throughout  the 
country  vary  Immensely  In  the  functions  performed,  ranging  from  mere  disbursing  agents 
to  debtor  ombudsmen. 
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Under  the  innocuous  subhead  "Need  for  Substantial  Revision  of  the  System 
of  Bankruptcy  Administration,"  the  Commission  Report  cites  a  management 
study  conducted  at  its  own  instance  and  the  "independent  work  published  by 
Brookings"  as  authorities  in  support  of  the  following  serious  allegations : 

"The  practices  .  .  .  include   the  fact   that  some   referees  appoint  private 
trustees  because  there  is  no  effective  creditor  participation,  and  tliat  where 
creditors  do  vote  for  a  trustee,  it  is  frequently  only  because  law  firms  solicit 
such  votes  as  a  means  of  obtaining  the  business  which  will  be  supplied  by 
this  trustee.  In  a  number  of  straight  bankruptcy  cases,  the  trustee  does 
virtually  nothing  to  earn  his  fee,  but  rather  leaves  the  work  to  attorneys  in 
the  law  firm  nominally  employed  by  him.  In  turn,  these  practices  lead  to  laiv 
firms'   seeking  favor  icith  referees  tvho  control  business  which  the  firms 
tcill  (jet,  and  law  firms  ichich  do  receive  business  tend  to  monopolise  the 
proceedings  in  a  particular  arca.^^ 
We  challenge  the  Commission  to  substantiate  its  allegations  that  law  firms  seek 
favor  with  referees  and  that  law  firms  tend  to  monopolize  the  proceedings  in  a 
particular  area.  These  charges  are  nothing  more  nor  less  than  the  same  tiresome 
fiction  insistently  repeated  by  a  few  that  a  'bankruptcy  ring'  monopolizes  lucra- 
tive aspects  of  the  practice  of  law  in  bankruptcy  cases.  The  authors  of  the 
Brookings  Report,  noted  neither  for  their  generosity  nor  their  restraint  in  the 
use  of  pejoratives  rather  than  documentation  and  empirical  data  in  support  of 
their  criticisms  of  the  bankruptcy  process,  were  compelled  to  confess  their  in- 
ability to  pin  down  any  of  these  elusive  bankruptcy  rings,  notwithstanding  a 
diligent  search."^"  The  Commission  cites  no  supporting  evidence  of  its  own,  be- 
cause there  is  none.  Yet  the  lack  of  evidence  seems  merely  to  provoke  more 
unfounded  charges.^'' 

Interestingly  enough  the  bankruptcy  ring  supposedly  functions  best  in  business 
])ankruptcy  proceedings,  yet  the  Commission  proposes  to  do  less  to  curb  its 
familiar  phantom  in  the  area  of  business  bankruptcy  cases,  arrangements  and 
reorganizations  than  in  nonbusiness  cases.  It  would  invest  the  Administrator 
with  virtual  total  responsibility  for  the  administration  of  consumer  cases,  but 
in  business  proceedings  it  would  leave  to  creditors  the  primary  responsibility  for 
selecting  trustees  and  creditors'  committees  who  in  turn  would  select  their  own 
attorneys,  presumably  from  within  'the  ring.'  It  would  seem  that  the  haunting 
spectre  of  a  'bankruptcy  ring'  should  prompt  a  more  pronounced  reaction  to 
insure  the  elimination  of  the  reward  system  upon  which  'the  ring'  must  depend 
for  its  survival. 


51  (Emphasis  supplied.)   Comm.  Rep.  Part  I,  at  4. 
62  See  Stanley  &  Girth,  at  186-87.  See  also  note  53  infra. 

^  In  a  recent  address  before  the  annual  meeting  of  the  American  Bar  Association, 
Professor  Frank  R.  Kennedy,  former  staff  director  of  the  Commission  on  the  Bankruptcy 
Laws  of  the  United  States,  related  scuttlebutt  that — 

"The  members  of  the  bar  who  do  not  practice  before  the  bankruptcy  courts  and  laymen 
regard  bankruptcy  administration,  at  least  in  the  sizable  business  centers,  as  controlled 
by  bankruptcy  rings  or  cliques." 
Those  unfamiliar  with  the  practice  in  a  specialized  area  of  the  law  may  not  be  expected 
to  make  particularly  knowledgeable  or  reliable  appraisals  of  the  specialists  who  practice  in 
the  field.   General  practitioners  regard  surgeons  with  similar  misgivings.  But  it  does  not 
follow  that  Congress  should  enact  legislation  to  encourage  the  performance  of  more  pre- 
frontal lobotomies  by  general  practitioners. 

"These  rings  embrace  the  referees  in  banlruptcy  as  well  as  the  attorneys  who  practice 
before  them,  the  trustees  and  receivers,  the  appraisers  and  auctioneers,  and  all  other 
personnel  who  are  regular  paticipants  in  bankuptcy  liquidation  and  reorganizations." 
(Emphasis  supplied.)   Kennedy,  Restructuring  Banlcruptcy  Administration:  The  Pro- 
posals of  the  Commission  on  Banlcruptcy  Laws,  30  Bus.  Lawyer  399   (1975). 
The  direct,  though  scantily  veiled,  charge  by  Professor  Kennedy  that  bankruptcy  judges 
are  actual  participants  in  a  'bankruptcy  ring.'  made  before  an  audience  which  had  every 
right  to  suppose  that  such  a  statement  would  be  based  on  something  substantial,  clearly 
qualifies  him  as  the  leading  exponent  of  the  need,  if  not  the  desire,  for  improvements  in 
the  public  image  of  the  courts  of  bankruptcy.  Such  unfounded  indictments  should  be  con- 
trasted  with    the   statement   by   the   former   Deputy   Director   of   the   Commission   on   the 
Bankruptcy  Laws  of  the  United  States.  Professor  Walter  Ray  Phillips,  who  has  declared 
that  despite  considerable  effort  and  investigation  the  Commission  had  been  unable  to  find 
evidence  of  a   'bankruptcy  ring.'  Address  of  Deputy  Dir.  of  Comm.  on  Bankruptcy  Laws 
of  the  U.S.   before  the  46th   Annual  Meeting  of  the  National   Conference  of  Referees  in 
Bankruptcy,    Sheraton-Boston   Hotel,   Boston,    Massachusetts,    September  '23,    1972. 

Stanley  &  Girth,  the  authors  of  the  Brookings  Report,  obviously  disappointed  with  the 
results  of  their  own  research  into  the  existence  of  a  'bankruptcy  ring,'  reluctantly  con- 
cluded that  the  results  were  "not  conclusive,"  but  added,  in  characteristic  good  grace — • 
"We  do  not  say  that  undue  concentration  of  large  fee  cases  is  uncommon,  only  that  our 
sample  shows  little  of  it."  (Emphasis  supplied.)  Stanley  &  Girth,  at  186-87.  Even  so,  one 
must  respect  Brookings'  preparedness  to  expose  the  facts,  including  its  author's  regrets, 
that  no  substantial  evidence  of  monopolization  of  bankruptcy  practice  was  uncovered. 

We  submit  that  the  adjustment  of  any  system  in  response  to  charges  of  this  sort  would 
itself  be  an  irresponsible  undertaking. 
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Over  and  above  their  disservice  to  the  public  and  professional  image  of  the 
bankruptcy  courts  such  criticisms  threaten  a  distortion  of  the  perspective  with 
which  the  legislative  adjustment  of  the  present  insolvency  system  should  be 
approached  in  response  to  its  real  problems.  An  example  will  illustrate  the  point 
Section  3b.  of  the  Act  of  June  7,  1934,  enacted  in  response  to  the  practice  which 
developed  in  the  Southern  District  of  New  York  in  1929-30,  when  the  district 
judges  appointed  Irving  Trust  Company  as  the  standing  receiver  in  business 
bankruptcy  cases  iu  order  to  avoid  certain  abuses  and  to  eliminate  the  pressures 
from  those  seeking  patronage,  prohibits  a  "monopoly"  of  appointments  of  re- 
ceivers or  trustees  in  bankruptcy  cases.^  The  anti-monopolv  mandate  applies  in 
business  and  non-business  bankruptcy  cases  alike.  Yet  creditors  seldom  exercise 
their  right  to  vote  for  the  election  of  a  trustee  in  non-business  bankruptcy  cases 
and  the  appointment  is  almost  invariably  made  by  the  bankruptcy  judge  A 
variety  of  procedures  is  employed  throughout  the  country,  but  the  most  successful 
seems  to  be  that  of  constituting  a  rotating  panel  of  qualified  trustees  (not  neces- 
sarily attorneys)  who  are  willing  to  devote  the  time  required  to  become  knowl- 
edgeable and  proficient  in  the  duties  incumbent  upon  trustees  in  bankruptcy 
administration,  because  they  receive  a  sufficient  number  of  appointments  to 
enable  them  to  realize  a  reasonable  economic  return. 

It  has  long  been  a  requirement  that  but  one  Chapter  XIII  trustee  should  be 
appointed  in  each  integral  commercial  area,  thereby  assuring  a  sufficient  return 
to  enable  a  trustee  to  concentrate  his  efforts  in  this  arcane  area  of  the  law'' 
A  similar  approach  is  long  overdue  in  relation  to  the  administration  of  straight 
bankruptcy  proceedings  where  creditors  fail  to  elect  a  trustee. 

The  practical  fact  of  the  matter  is  that,  if  specialization  in  bankruptcy  prac- 
tice and  administration  is  what  is  meant  by  a  'bankruptcy  ring,'  then  that  is 
exactly  what  is  needed  ! 

In  summation  it  should  be  said  that  legitimate  criticisms  of  the  present  system 
have  generally  come  from  within  rather  than  from  without  the  'bankruptcy 
ring',"  a  fact  which  should  be  taken  into  account  in  appraising  the  credibility 
of  charges  that  the  bankruptcy  court  system  is  controlled  by  and  for  the  advan- 
tage of  'the  ring.'  It  should  also  be  observed  that  the  causes  and  the  cures  for 
the  shortcomings  of  the  present  system  are  rarely  as  obscure  or  theoretical  as 
IS  sometimes  suggested  by  those  who  lack  sufficient  familiarity  with  the  practical 
workings  of  the  courts.  The  examination  and  analysis  of  the  present  svstem  from 
a  more  practical  perspective  readily  suggests  far  less  obscure  explanations  and 
far  more  feasible  solutions  for  the  problems  which  do  exist. 

Major  Commission  Recommendations 

We  turn  now  to  discussion  of  the  major  recommendations  advanced  by  thf 
Commission  for  the  comprehensive  revision  of  the  Bankruptcy  Act,  attempting 
to  do  so  as  near  as  may  be  in  the  order  in  which  the  proposals  appear  in  the 
Commission  Report. 

separation  of  administrative  and  judicial  kunctiojvs 

The  first  major  proposal  put  forward  by  the  Commission,  and  one  with  which 
the  National  Conference  of  Bankruptcy  Judges  agrees  in  principle,  involves  the 
separation  of  the  'administrative'  from  the  'judicial'  functions  in  bankruptcy 
administration.  In  our  opinion  there  can  be  no  substantial  doubt  about  the  need 
to  relieve  the  judge  of  the  bankruptcy  court  of  responsiMlity  for  the  appoint- 
ment, supervision,  and  compensation  of  fiduciaries  who  administer  bankruptry 
cases,  particularly  since  those  fiduciaries  constantly  appear  before  the  court  as 
litigants  in  contested  matters.  Moreover,  we  believe  that  the  system  will  be  better 
served  by  as  complete  a  separation  of  these  functions  as  is  practicable,  although 
we  are  conscious  of  the  fact  that  all  courts  will  have  to  continue  to  cope  with 
certain  reasonable,  finite  limitations  upon  the  extent  to  which  public  resources 
can  be  committed  in  the  effort  to  insulate  judges  from  every  conceivable  appear- 
ance of  impediments  to  their  judicial  effectiveness. 

w  See  Donovan  Report,  71st  Con??.,  3d  Sess.  (1931),  at  69-74 

CouAf  (W?sh' D^.Tat^'sa*"""  "^  ^''^-   ^°°^-   °^  ^•^-   ^^P*-   ^^~^^'   ^^^2  ^*^"'-   Off-    ^■^• 
M  See,  e.g.,  Comm.  Rep.  Part  I,  at  109. 
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The  differences  of  the  bankruptcy  judges  with  the  Commission  in  this  connec- 
tion are  definitional  as  well  as  philosophical.  The  congressional  resolution  of 
those  differences  ultimately  will  determine  the  appropriate  placement  of  adminis- 
trative responsibilities  within  the  future  bankruptcy  system — whether  in  an 
independent  executive  agency,  as  urged  by  the  Commission ;  whether  in  a  sepa- 
rate administrative  agency  within  the  Judicial  Branch,  as  we  propose ;  or 
whether,  as  others  suggest,  within  an  upgraded  administrative  arm  of  the  bank- 
ruptcy court. 

'judicial'  and  'administrative'  'functions' 

We  have  grave  doubts  as  to  the  appropriateness  of  the  definitions  attributed 
by  the  Commission  to  the  terms  'judicial'  and  'administrative.'  For  instance,  it  is 
impossible  to  rationalize  its  recommendations  that  the  confirmation  of  Chapter  VI 
plans  (debtors  with  regular  income)  be  considered  an  'administrative'  function 
to  be  performed  by  the  Administrator,  while  confirmation  in  Chapter  VII  and 
VIII  cases  (business  and  public  agency  reorganizations)  should  be  considered  a 
'judicial'  responsibility  of  the  bankruptcy  court." 

ADMINISTRATIVE    MINUTIAE 

It  is  also  implicit  in  the  Commission  recommendations  in  this  regard  that  there 
is  a  great  deal  of  misunderstanding  as  to  the  amount  of  administrative  detail 
with  which  the  bankruptcy  judge  is  actually  involved.  We  do  not  know  of  any 
bankruptcy  judge  today  who  does  not  delegate  to  the  clerks  in  his  oflSce  responsi- 
bility for  the  performance  of  administrative  tasks  of  the  type  cited  by  Brookings 
and  the  Commission  as  being  representative  of  the  bankruptcy  courts'  wasteful 
use  of  judicial  manpower.  But  the  Commission  Report  does  no  more  than  opine 
its  unsubstantiated  disagreement  with  the  empirical  evidence  gathered  by  the 
Administrative  Office  of  the  United  States  Courts  in  a  six-month  survey,  which 
demonstrated  that  bankruptcy  judges  devote  no  more  than  22%  of  their  time 
to  administrative  matters.^^ 

Of  course,  it  has  been  apparent  for  some  time  that  many  unnecessary  notices, 
forms,  orders  and  the  like  can  be  eliminated  through  more  efficient  court  rules 
and  procedures,  with  no  sacrifice  of  procedural  due  process.  As  expected,  the  re- 
cently adopted  Rules  of  Bankruptcy  Procedure  are  working  just  such  results. 
On  the  other  hand,  if  only  the  resolution  of  those  adversary  ha/nkruptcy  pro- 
ceedings which  involve  'substantial'  dollar  amounts  is  to  be  considered  an  appro- 
priate 'judieiar  ftmction,  as  seems  to  be  the  Commission  presumpton,^'  then  tve 
must  take  serious  issue  with  the  Commission. 

Creation  of  Separate  Bankruptcy  Court 

As  social  awareness  of  the  gravity  and  extent  of  the  insolvency  problem  in- 
creases, so  must  the  capacity  of  the  bankruptcy  court  to  cope  with  the  problem  be 
enlarged  by  Congress.  At  present,  however,  the  bankruptcy  courts  continue  to 
receive  an  insufficient  measure  of  public  support  to  enable  the  most  effective 
performance  of  their  functions. 

S.  235  and  S.  236  both  propose  the  establishment  of  an  independent  court  of 
bankruptcy,  separate  from  the  United  States  district  court,  for  the  adjudication 
of  all  controversies  filed  with  the  Court  arising  out  of  any  case  commenced  under 
the  Bankruptcy  Act,  excluding  criminal  cases,  and  including  actions  pending  in 
other  courts  at  the  time  of  bankruptcy  and  removed  to  the  bankruptcy  court.™ 
The  troublesome  and  wasteful  dichotomy  between  summary  and  plenary  juris- 
diction would  be  abolished,  so  that  all  actions  to  avoid  transfers,  to  enforce 
debtors'  or  creditors'  rights  under  the  Act,  as  well  as  all  actions  involving  the 
receiver  or  trustee  as  a  party  could  be  tried  in  the  bankruptcy  court."  The  bank- 
s'See  S.  236   §  2-201 (b). 

5«  "While  a  survey  conducted  by  tlie  Administrative  Office  of  United  States  Pourts  in- 
dicated that  time  devoted  by  referees  to  administrative  tasks  toolj  no  more  than  22%  of 
their  working  time,  the  Commission  does  not  believe  that  many  of  the  tasks  classified  as 
judicial  in  obtaining  this  data  are  properly  so  classifiable."  Comm.  Rep.  Part  I,  at  5 

^^  See  SS  2-201  (a)  &  (b)(9)  S.  2.36.  ' 

««  S.  236  §S  2-101.  2-201  &  2-202. 

<^Id.  §2-201(a)(5),  (7)  &  (9). 
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ruptcy  court  would  be  given  jurisdiction  also  to  resolve  controversies  concerning 
exempt  property  and  the  redemption  of  collateral.'"  In  the  exercise  of  its  jurisdic- 
tion the  bankruptcy  court  would  be  invested  with  the  same  broad  powers  as  a 
court  of  equity  to  issue  all  writs,  process  and  orders  necessary  to  enforce  the 
provisions  of  the  Act.®  It  would  exercise  the  full  powers  of  the  United  States  dis- 
trict courts,  including  the  conduct  of  jury  and  nonjury  trials,  the  issuance  of 
restraining  orders  and  injunctions,  and  the  power  to  punish  for  contempt."  It 
would  be  supported  by  appropriations  from  general  revenues. 

Since  most  federal  district  judges  have  long  since  recognized  that  bankruptcy 
judges  are  the  de  facto  judges  of  the  bankruptcy  court,*^  just  as  Congress  has 
done  since  1938,**  the  overwhelming  majority  of  those  judges  throughout  the 
country  will  not  think  us  precocious  and  will  take  no  umbrage  whatever  at  the 
suggestion  that  the  bankruptcy  courts,  having  come  of  age,  warrant  their  inde- 
pendence ;  no  more  at  least  than  any  foster  parent  on  the  occasion  of  the  final 
emancipation  of  a  forty-year  old  dependent.  It  is  more  likely  that  most  district 
judges  will  breathe  a  sigh  of  genuine  relief  at  being  spared  the  unnecessary 
burdens  inevitably  attending  their  administrative  superintendence  of  the  bank- 
ruptcy courts. 

APPOINTMENT   OF   BANKRUPTCY   JUDGES 

Under  S.  236  the  courts  of  bankruptcy  would  be  presided  over  by  bankruptcy 
judges  ,appointed  by  the  President  for  15-year  terms  by  and  with  the  advice  and 
consent  of  the  Senate,  and  would  be  removable  only  for  incapacity,  misconduct  or 
neglect  of  duty.*"  The  new  judicial  office  would  be  patterned  largely  after  that  of 
the  United  States  Tax  Court.*^ 

S.  235  would  vest  the  Judicial  Councils  of  the  respective  circuits  with  the 
power  to  appoint  bankruptcy  judges,  also  for  a  term  of  15  years.** 

One  serious  difficulty  with  the  proposal  that  the  President  appoint  bankruptcy 
judges,  by  and  with  the  advice  and  consent  of  the  Senate,  is  that  the  average  time 
required  to  fill  a  federal  judgeship  by  presidential  appointment  is  eleven  months.'''^ 
The  nature  and  volume  of  the  bankruptcy  court  caseload  is  such  that  extended 
delays  in  filling  judgeship  vacancies  would  seriously  frustrate  two  of  the  basic 
goals  of  bankruptcy  administration,  speedy  and  economical  liquidations  of 
estates.'^  Another  objection  to  presidential  appointments  is  that  they  are  less 
likely  to  reflect  a  predominance  of  merit  considerations  in  the  selection  process. 
Since  the  judges  of  the  various  courts  of  appeals  will  usually  have  been  appointed 
by  a  succession  of  presidents  and  are  likely  to  represent  a  counterbalancing 
political  mix,  considerations  of  merit  are  apt  to  be  overriding  factors  in  the 
selection  of  bankruptcy  judges  by  the  Judicial  Councils.'^ 

CLERK   OF   THE   BANKRUPTCY   COURT 

S.  236  provides  for  the  filing  of  all  cases  under  the  Act  with  the  Administrator, 
who  will  then  exercise  original  and  primary  control  over  the  liquidation  and 
rehabilitation  processes,  at  least  in  consumer  cases.'" 

Since  the  filing  of  cases  is  not  done  with  the  court,  the  clerk  of  court  presum- 
ably would  serve  only  the  function  of  lodging  complaints  filed  by  interested 
parties  either  to  appeal  the  decision  of  the  Administrator  or  to  initiate  an 
adversary  proceeding  «6  initio.''^  S.  236  accordingly  proposes  that  the  clerk  of 
the  bankruptcy  court  ordinarily  be  designated,  with  the  approval  of  the  district 
court  judges,  from  among  the  clerks  of  the  United  States  district  courts.^^ 


82 /d.  §2-201(a)(2)   &  (3). 

83  Id.    §  2-208. 

8*  Comm.  Rep.  Part  I,  at  7.  Of  coiir.se,  the  bankruptcy  .iudge  today  is  authorized  by  the 
Rules  of  Bankruptcy  Procedure  to  conduct  jury  trials  and  to  issue  injunctions  and  restrain- 
ing orders,  as  well  as  punish  for  minor  contempts.  But  these  powers  are  rather  narrowly 
circumscribed   and  are  subject  to  further  restriction  by  locaJ  district  court  rules. 

85  See  note  2.5  fiupra. 

88.S'ce  note  186  infrn. 

«•  S.  236  §§  2-102.  2-193,  2-108  &  2-109. 

«s  Compare,  e.g.,  S.  236  §§  2-102,  2-103  &  2-104  with  26  U.S.C.  §§  7443    7-447  &  7448. 

«»S.  23.5  §  §  2-102  &  2-10.5. 

70  See  Lee  note  183  infra,  at  2,  n.  13. 

■^  Id.   at  2-3. 

"'"Id. 

''s.Sree  S.  235  §§  4-202  (b)  &  4-207  (b). 

7'  See  S.  236  §  2-201. 

'°S.  236  §  2-106 (b). 
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In  recognition  of  the  fact  that  the  Administrator  wears  far  too  many  hats  and 
that  the  court  should  control  the  ministerial  and  clerical  personnel  who  process 
the  cases  on  its  own  doclvet,  since  the  court  will  be  held  accountable  therefor, 
S.  235  authorizes  the  appointment  of  the  clerk  by  the  banlvruptcy  court.™  The 
functions  of  the  bankruptcy  court  clerk  will  be  the  same  as  those  traditionally 
performed  by  clerks  of  court,  including  the  lodging  and  docketing  of  all  cases 
initiated  under  the  Act  and  the  collection  of  filing  fees  a»d  costs. 

APPEALS 

S.  236  would  have  appeals  proceed  to  the  United  States  district  court  nearest 
the  site  of  the  bankruptcy  court  trial  and  from  the  district  courts  to  the  U.S. 
courts  of  appeals,  and  thence  by  writ  of  certiorari  to  the  U.S.  Supreme  Court." 
Appeal  to  the  courts  of  appeals  would  be  discretionary  when  the  amount  in  con- 
troversy does  not  exceed  $1,000. 

S.  235  would  have  appeals  proceed  from  the  bankruptcy  court  directly  to  the 
courts  of  appeals,  thence  to  the  U.S  Supreme  Court.™ 

We  are  convinced  that  no  useful  purpose  would  be  served  by  having  appeals 
from  the  decisions  ofa  trial  court  specializing  in  bankruptcy  jurisdiction  pro- 
ceed to  a  co-equal  trial  court  of  general  jurisdiction.  Not  only  is  the  district 
court  not  designed  to  function  as  an  appellate  tribunal,  it  will  no  longer  be 
suflSciently  involved  in  bankruptcy  proceedings  to  warrant  its  establishment  as  a 
higher  or  appellate  court  of  bankruptcy. 

TERRITORIAL   JURISDICTION 

Under  S.  236  the  territorial  jurisdiction  of  each  new  bankruptcy  court  would 
be  prescribed  by  the  Judicial  Conference  of  the  United  States,  as  would  the 
number  of  bankruptcy  judges  and  the  locations  of  the  bankruptcy  courts,  without 
the  need  to  conform  to  present  federal  judicial  district  or  circuit  boundaries. 

Since  the  vesting  of  authority  in  the  Judicial  Conference  of  the  United  States 
to  prescribe  territorial  boundaries  for  the  individual  bankruptcy  courts  would 
represent  a  departure  from  the  established  tradition  whereby  Congress  pre- 
scribes the  territorial  boundaries  for  the  United  States  district  courts,™  S.  235 
would  vest  that  authority  in  the  Congress.®"  S.  235  would  also  confine  the  terri- 
torial boundaries  of  individual  bankruptcy  courts  within  judicial  circuit,  but 
not  necessarily  district,  boundaries.*^ 

TRANSITIONAL   PROVISIONS 
SUBJECT    MATTER   JURISDICTION 

S.  236  provides  that  the  new  Bankruptcy  Act  shall  become  effective  eighteen 
months  following  enactment.®^  It  also  provides  that  adversary  proceedings  and 
contested  matters  pending  on  the  effective  date  of  the  Act,  excepting  cases  pend- 
ing under  Chapters  X,  XI,  XII  and  Section  77,  shall  be  transferred  to  the  new 
bankruptcy  court.*^  S.  236  authorizes  the  appointment  of  former  referees  as 
special  masters  to  administer  Chapter  X,  XI  and  XII  proceedings  pending  on  the 
effective  date  of  the  Act.^  The  bill  contains  precatory  language  that  it  is  the 
'sense  of  Congress'  that  qualified  incumbent  referees  "should  be  given  first  con- 
sideration for  appointment  as  bankruptcy  judges  as  far  as  practicable."  ^ 

S.  235  provides  that  incumbent  referees  will  serve  during  the  one-year  period 
between  the  enactment  and  the  effective  date  of  the  Act.®"  Referees  in  bankruptcy 
in  ofiice  as  of  the  effective  date  of  the  Act  shall  become  bankruptcy  judges  under 
the  new  Act  for  a  transitional  six-year  term  and  shall  not  be  subject  to  its  manda- 
tory age  70  retirement  provisions.*^ 


™S.  235  §  2-106(a). 
"  S.  236  §  2-210. 
™S.  23.T  §  2-209 (a). 

'"The  Commission  elected,  without  explanation,  to  follow  the  pattern  for  the  creation 
of  refereeships  under  present  Bankruptcy  Act  §  37,  11  U.S.C.  §  65. 
80S.  235  §  2-105 (c). 
^  Id. 

82  S.  236  §  10-101. 
«3  Id.  at  §  10-104. 
^Id. 

83 /d.  at  §  10-104  (b). 
88  S.  235  §  ll-104(a). 
o''  Id.  at  §  11-104 (b). 
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Upon  the  expiration  of  the  six-year  transitional  term,  appointments  to  15- 
year  terms  "insofar  as  practicable  shall  be  made  from  among  the  judges  then  in 
offlce  within  their  respective  territories."  ^  S.  235  would  transfer  all  cases  pend- 
ing on  its  effective  date  to  the  new  bankruptcy  courts,  except  Chapter  X  and 
Section  77  cases  in  which  no  general  reference  had  been  entered. 

The  transitional  provisions  of  S.  235  are  demonstrably  more  equitable  to  quali- 
fied incumbent  bankruptcy  judges,  more  orderly  in  that  they  minimize  the  exten- 
sive fragmentation  of  jurisdiction  between  two  different  courts  and  possibly  an 
administrative  agency  as  to  the  handling  of  business  arrangement  and  reorgani- 
zation proceedings,  and  they  assure  the  existence  of  an  experienced  and  qunlified 
cadre  of  bankruptcy  judges  during  the  early  developmental  stages  of  the  new 
court. 

The  Commission  opines  that  fewer  bankruptcy  judges  will  be  required  to  staff 
the  new  bankruptcy  court  system.^'  While  this  is  pure  surmise  and  cannot  be 
known  until  the  Congress  finalizes  the  structure  and  the  jurisdictional  content 
of  the  new  court,  the  normal  rate  of  attrition  within  the  ranks  of  bankruptcy 
judges  through  retirement,  resignation,  disability  and  death  approximates  ten 
per  cent  annually,  which  would  mean  that  as  many  as  60  to  70%  of  the  positions 
could  become  vacant  during  the  seven-year  period  between  the  enactment  of  the 
new  Act  and  the  expiration  of  the  initial  six-year  transitional  term  for  incumbent 
judges. 

The  two  bills  are  in  substantial  accord  as  to  the  necessity  for  vesting  much 
broader  jurisdiction  in  the  new  bankruptcy  court.  However,  S.  235  would,*" 
whereas  S.  236"^  would  not,  vest  the  new  court  with  jurisdiction  of  railroad 
reorganization  proceedings  under  Section  77. 

RAILEOAD   REORGANIZATIONS 

Since  the  Commission  position  on  this  issue  constitutes  a  substantial  depai-ture 
from  its  otherwise  consistent  stance  that  the  jurisdiction  of  the  specialized  court 
of  bankruptcy  should  be  all-inclusive,  it  is  important  to  note  that  the  Com- 
mission has  little  of  substance  to  say  in  support  of  the  retention  of  Section  77 
jurisdiction  in  the  U.S.  district  courts,  which  could  not  as  well  be  said  of  any 
other  type  of  reorganization  proceedings.** 

The  historical  pattern  will  be  repeating  itself  if  the  Commission  view  prevails. 
The  painfully  gradual  transferral  of  primary  responsibility  for  bankruptcy  pro- 
ceedings from  the  district  judge  to  the  referee  will  not  have  come  full  circle 
until  Section  77  cases  are  also  recognized  as  but  another  variety  of  reorganiza- 
tion proceeding  which  the  court  of  bankruptcy,  specializing  in  reorganization 
cases,  is  far  better  equipped  to  handle.  There  is  simply  no  rational  justification 
for  creating  a  separate  court  specializing  in  reorganization  litigation  and  then 
leaving  a  particular  class  of  reorganizations  within  the  jurisdiction  of  a  trial 
court  of  general  civil  and  criminal  jurisdiction. 

'United  States  Bankruptcy  Administration' 

The  most  controversial  of  the  Commission  recommendations  is  that  for  the 
creation  of  a  new,  independent  agency  within  the  Executive  Branch  of  Govern- 
ment, to  be  known  as  the  'United  States  Bankruptcy  Administration,'  headed 
by  an  Administrator  appointed  by  the  President  for  a  term  of  seven  years, 
by  and  with  the  advice  and  consent  of  the  United  States  Senate.*'  The  Admin- 


^?  /(/.  at  S  ll-104(c). 

89  Comm.  Rep.  Part  I,  at  6. 

w  S.   20")   §   204. 

»  S.   236   S    204. 

"2  "As  has  been  Indicated  above,  the  Commission  is  convinced  that  it  is  necessary  to 
deal  .separately  with  reorganizations  of  railroads  in  view  of  the  manifold  problems  oc- 
curring in  connection  with  tliat  business  wliich  do  not  exist  elsewliere.  as  has  always  been 
recognized  by  the  separate  treatment  in  present  section  77  of  railroad  reorganization.  The 
Commission  also  believes  that  such  proceedinns  affect  such  a  rarietv  of  different  interests 
not  normalhi  involved  in  a  corporate  reorpanisation,  for  example,  shippers,  municipalities, 
employees'  associations  and  others,  that  it  would  not  he  desirable  to  remove  such  proceed- 
ings from  the  federal  district  courts  in  vjhich  they  are  presently  conducted.  Accordingly, 
Chapter  IX  of  the  proposed  Act  deals  senarately  with  railroad  reorganizations,  altliougli 
incorporating  by  reference,  to  avoid  repetition,  such  of  the  povisions  of  Chapter  VII  and 
the  other  cliapters  of  the  Act  as  can  be  made  apT)licable  without  substantial  change.  Chanter 
IX  provides  that  the  bankruptcy  covirt  and  the  Bankruptcy  Administration  are  not  involved 
in  a  railroad  reorganization,  with  respect  to  which  the  jurisdiction  of  the  United  States 
district  courts  is  continued."  Comm.  Rep.  Part  I,  at  29. 

»3S.   233    §§  3-103  &3-102(a). 
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istrator  is  authorized  to  appoint  a  deputy,  as  well  as  regional  administrators 
and  "such  other  officers  as  he  finds  necessary  in  a  system  of  reorganization  that 
fixes  responsibility  for  efficient,  effective,  and  economical  conduct  of  the  business 
and  affairs  of  the  administration,"  **  in  the  words  of  the  statute,  with  "all  appoint- 
ments, promotions,  and  assignments,"'  again  in  the  words  of  the  proposed  statute, 
to  "be  made  on  the  basis  of  merit,  fitness,  and  qualification."  "^ 

At  this  juncture  it  would  seem  appropriate  to  observe  that  the  author  of  the 
Commission  Report  engages  in  what  miglit  be  described  as  'adjectival  refonn,' 
a  characteristic  feature  of  the  Brookings  Report  treatment  of  the  same  subject, 
which  consistently  described  the  goals  of  the  bankruptcy  system  as  though  they 
were  the  attributes  of  its  propctsed  agency.  The  technique  lias  been  refined 
somewhat  to  eliminate  many  of  the  pejorative  adjectives  employed  by  Stanley 
and  Girth  in  their  description  of  the  present  bankruptcy  system,  but  the  Com- 
mission Report's  use  of  beguiling  adjectives  in  praise  of  its  proposed  ad- 
ministrative agency  amounts  to  a  narcissistic  confusion  of  program  goals  for 
agency  attributes.  The  greatest  impact  of  'adjectival  reform'  almost  certainly 
is  that  the  reformer  will  lull  himself  into  the  pleasing  self-deception  that  the 
solutions  to  all  problems  have  l)een  found  by  surrendering  them  to  'the  agency' 
whose  job  it  will  be  to  solve  them. 

In  this  important  regard  the  Commission  Report  is  open  to  serious  challenge, 
despite  the  best  intentions  of  its  authors,  who  may  have  felt  compelled  to  leave 
the  bulk  of  these  thorny  consumer  insolvency  problems  to  be  worked  out  by 
the  Administrator  either  because  thex-e  was  not  enough  time  allotted  to  the 
Commission  to  do  so  and/or  because  the  Commission  recognized  its  inability  to 
propose  concrete  and  practicable  solutions.  This  metamorphosis  of  the  goals  of 
the  consumer  bankruptcy  process,  ipse  dixit,  into  the  attributes  of  the  Admin- 
istrator whose  responsibility  it  will  l)e  to  pursue  those  goals  bears  more  than  a 
slight  resemblance  to  self-fulfilling  prophecy. 

Yet  the  actual  performance  record  of  federal  administrative  agencies  demon- 
strates that  it  would  require  formidable  effort  to  contrive  a  more  regressive 
recommendation  for  consumer  insolvency  relief  and  rehabilitation  than  the 
erection  of  yet  another  doubtlessly  impervious  vertical  bureaucracy.  The  mono- 
lithic maze  of  'red  tape'  with  wbich  the  split  seams  of  our  present  welfare  sys- 
tem are  assiduously  patched  after  each  occasional  attempt  by  some  not  yet 
totally  desensitized  welfare  functionary  to  pound  a  round  problem  peg  into 
those  invariably  square  bureaucratic  holes  should  convince  us  that  the  diverse, 
individual  insolvency-related  problems  of  the  scores  of  thousands  of  hard-pressed, 
"shy,  reticent  and  uneducated" ""  consumer  debtors  who  appear  before  our  bank- 
ruptcy courts  each  year  should  not  be  x'elegated  to  undifferentiating,  'revolving- 
door'  treatment  by  the  personnel  of  a  bureaucracy  bereft  of  the  flexibility  and 
immediacy  with  which  to  address  the  inexhaustible  circumstantial  variations 
which  are  inevitably  posed  in  the  course  of  extended  consumer  insolvency  pro- 
ceedings. 

The  'U.S.  Bankruptcy  Administration'  would  be  financed  with  funds  appro- 
priated by  Congress  from  fees  and  charges  paid  to  the  Administrator  by  iieti- 
tioners  and  others  receiving  services  inider  the  Act.  based  on  a  schedule  of  fees 
and  charges  proposed  by  the  Administrator  with  a  view  to  equating  income  from 
services  as  nearly  as  practiable  to  the  costs  of  rendering  such  services.*'  The 
Administrator  would  serve  as  the  depositor  of  the  funds  of  estates  being  ad- 
ministered under  the  Act,  with  interest  earned  thereon  from  wage  earner  cases 
to  be  used  to  offset  costs  of  the  U.S.  Bankuptcy  Administration,  and  in  other 
cases  to  be  apportioned  among  creditors  of  the  estates.**  The  Administrator 
would  sulimit  an  annual  l)udget  to  Congress,""  engage  auditors  to  audit  his 
accounts,""  render  an  annual  report  of  the  operation  of  the  agency  to  the  Presi- 
dent, the  Congress  and  the  public,  refiectiug  the  numbers,  kinds,  and  causes 
of  all  case  filings  under  the  Act,  as  well  as  the  cost  figures  and  other  important 
social  and  economif  data  iiertaining  to  such  cases."'^ 


f'/rf.  §  3-102 (b). 

"«  f(ee  Statement  of  Hon.  Daniel  R.  Cowans,  S.  J.  Res.  100  Rep.,  at  18. 

8^/f7.  §§  .3-.301  &  3-302. 

^"1(1.  §3-303. 

"^  Id.  %  .3-402. 

^oo/<f.  §  3-401. 

^01  Id.   §  3-403. 
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A  FUNCTIONAL  APPRAISAL 

Those  who  have  wandered  near  the  tiny  teapot  in  which  bankruptcy  tempests 
rage  do  not  need  to  be  told  of  the  howls  of  protest  raised  against  the  proposal 
for  the  creation  of  an  independent  bankruptcy  agency  headquartered  in  Wash- 
ington, D.C."'  Those  who  are  not  rendered  altogether  apoplectic  by  the  proix»sal 
are  quick  to  warn  against  the  creation  of  yet  another  new  and  dangerous  federal 
bureaucracy  which  would  inevitably  nniltiply  and  prosper  like  some  uncon- 
trollable malignancy  on  the  shank  of  the  body  politic. 

We  propose  to  consider  the  functions  intended  to  be  performed  by  the  pro- 
posed U.S.  Bankruptcy  Administration  in  hopes  that  intelligent  debate  of  this 
controversial  proposal  can  be  facilitated.  The  principal  objectives  underlying 
the  proposal  to  create  an  independent  executive  agency  are : 

(1)  Increased  uniformity  in  bankruptcy  administration  throughout  the 
United  States ;  and 

(2)  The  elimination  of  present  conflicts  hetween  the  judicial  and  the  ad- 
ministrative responsibilities  of  the  bankruptcy  judge.™ 

These  goals  must  first  be  considered  with  a  view  to  determining  their  appro- 
priateness and  relative  importance  in  the  overall  context  of  bankruptcy  admin- 
istration.^"*  We  should  then  pose  the  question— how  much  should  be  sacrificed, 
as  something  must  always  be,  in  the  interests  of  their  achievement?'"^  Partic- 
ular care  should  be  given  also  to  looking  beyond  the  labels  employed,  whether 
they  warn  of  the  evils  of  "bureaucracy"  or  of  the  benefits  of  "uniformity,"  in 
order  to  test  the  suitability  of  the  Commission  proposal  to  serve  the  one  over- 
riding objective  of  all  judicial  administration — that  of  better  serving  its  "judi- 
cial customers"— the  parties  in  interest  themselves,  whose  rights  are  presented 
to  the  court  for  determination.  Subsidiary  considerations  must  also  be  taken  into 
account,  such  as  the  relative  cost,  expedition  and  efficiency  of  the  new  admin- 
istrative agency,'"*  as  compared  to  alternative  proposals  for  promoting  uniform- 


^"2  III.  §  .3-10.3. 

ii^i  See  Comm.  Rep.  Part  I,  at  7  and  81.  The  Commission  supports  its  selection  of  the 
Internal  goals  of  the  banltruptcy  process  through  reference  to  four  specific  objectives, 
■which  it  states  can  best  be  achieved  through  the  creation  of  a  separate,  executive  agency, 
to  administer  banljruptcy  cases. 

"There  should  be  four  objectives  in  the  administration  of  the  banlcruptcy  process  : 
impartial,   expert,   and   speedy  performance   of   decision-making  and    other   functions 
necessary  to  bring  a  case  to  a  fruitful  conclusion  ;  economy  that  avoids  waste,  dupli- 
cation, dilatoriness,  and  inefficiency  ;  unifonnitij  in  case  procedure  and  in  the  applica- 
tion   of   substantive   I.tws    throughout   the   ITnited    States  ;    and   managerial   flexihUitxi 
that  can  adjust  quickly  and  efficiently  to  changes  in  quantity,  kind,  size,  and  location 
of  cases.  To  accomplish  these  objectives  the  administration  of  bankruptcy  cases  should 
be  separated  from  the  adjudication  of  adversarial  controversies  arising  out  of  them. 
The  administration  should  be  conducted  by  an  organization  specially  structured  for 
the  purpose,  and  the  adjudication  should  be  performed  by  bankruptcy  courts  expert  In 
the  subject."  Jd. 
As  is  hereinafter  demonstrated,  the  Commission  then  proceeds,  at  least  in  consumer  bank- 
ruptcy  cases,   to  violate  its   own   standard  of  separateuess  by  vesting  its  Administrator 
with  all  manner  of  conflicting  duties,  powers,  and  responsibilities.  See,  e.g.,  textual  discus- 
sion accompanying  notes  108  through  164  infra. 

^"^  The  Commission  cogently  perceives  one  of  the  severe  risks  iuhereut  in  the  Brookings 
recommendation  for  the  determination  of  controversies  by  administrative  agency  personnel, 
however   titled. 

"The  possibilities  suggested  by  the  [Brookings]  Report  that  determination  of  con- 
troversies between  a  debtor  and  his  creditors  can  be  influenced  by  "program  development" 
are  foreboding.  A  creditor-oriented  polic.v.  or  one  emphasizing  debtor  rehabilitation,  or 
one  primarily  concerned  about  maximizing  efBciency,  expedition,  and  economy  in  admin- 
istration could  substantially  affect  the  results  for  debtors  and  creditors  if  the  admin- 
istrative judges  are  part  of  the  majiagement  team.  If  an  agency  within  the  judicial  branch 
can  be  insulated  from  such  pressures  and  help,  then  it  should  certainly  be  placed  in  that 
branch  if  it  is  to  be  given  judicial  responsibilities."  See  Comm.  Rep.,  Part  I,  at  87-88. 
^05  It  is  not  far  from  "uniformity  in  the  application  of  substantive  laws  throughout  the 
United  States"  fXote  .36  supra],  to  monolithic  conformity,  inflexibility  and  unresponsive- 
ness, all  'attributes'  of  centralized  administrative  agencies.  The  comparative  impervlous- 
ness  of  judicial  tribunals  to  external  direction  in  areas  of  substantive  law  may  be  viewed 
either  as  a  symptom  of  judicial  inefficiency  or  as  an  emblem  of  judicial  responsiveness 
to  individual  circumstances.  The  point  is  that  if  we  would  have  the  latter  we  must  yield 
some  measure  of  mechanical  precision.  Or,  as  the  late  Judge  Roger  Kiley  once  observed : 
"[.4  1  measure  of  inefficiency  is  the  flea  that  comes  with  the  dog." 
108  See  note  36  supra. 
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ity  and  for  insulating  the  court  from  non-judicial  responsibilities  which  may 
actually  or  apparently  hamper  its  judicial  effectiveness."' 

RATIONALE   OF   EXECUTIVE   AGENCY   PROPOSAL 

The  fundamental  rationale  underlying  the  proposal  for  the  creation  of  an  in- 
dependent executive  agency  for  bankruptcy  administration  vpas  to  accomplish 
a  separation  of  the  administrative  from  the  judicial  responsibilities  in  bank- 
ruptcy proceedings.  The  'U.S.  Bankruptcy  Administration'  would  not  only  per- 
form most  'administrative'  functions  under  S.  236  but  would  also  perform  all 
'judicial'  functions  presently  performed  by  the  bankruptcy  courts,  except  those 
specifically  resex-ved  to  the  new  court.^°*  The  administrator,  inter  alia,  would: 

(a)  confirm  or  refuse  confirmation  of  wage  earner  plans;"' 

(b)  sustain  or  deny  objections  to  Chapter  VI  discharges;"" 

(c)  object  to  bankruptcy  discharges ;  ^^ 

(d)  sustain  or  overrule  objections  to  claims;"^ 

(e)  object  to  claims;"'^ 

(f)  allow  or  disallow  secured  and  unsecured  claims;"* 

(g)  adopt,  amend  and  repeal  rules  and  regulations  consistent  with  the 
Act;"^ 

(h)   adopt  rules  prescribing  the  duties  of  debtors  under  the  Act ;  "^ 

(i)  adopt  and  promulgate  rules  prescribing  the  duties  of  trustees  and  re- 
ceivers under  the  Act ;  "'' 

(j)   determine  schedules  of  fees  and  charges;"* 

(k)   determine  the  eligibility  of  petitioners  for  relief  under  the  Act ; "° 

(1)  order  joint  administration  of  cases  on  such  conditions  as  would  pro- 
tect creditors  and  stockholders  against  conflicts  of  interests ; "" 

(m)  determine  when  and  how  it  is  appropriate  for  certain  notices  to  be 
given  to  parties  in  interest ;  ^^ 

(n)  determine  the  sufficiency  of  the  cause  shown  for  the  employment  by 
the  trustee  of  accountants,  appraisers,  auctioneers  and  other  personnel ;  ^ 


lo'  The  following  rather  pivotal  point  in  the  Commission  rationale  for  the  pernickety 
insulation  of  the  bankruptcy  judge  from  all  "administrative"  responsibility  in  the  bank- 
ruptcy process  warrants  close  scrutiny  : 

"A   more   substantial   factor   relates   to   the  effect   of   the   referee's   involvement  in 
administering  an  estate  on  his  ability  to  act  judicially  in  resolving  any  controversies 
which  arise.  After  a  referee  has  read  the  debtor's  petition,  schedules,  and  statement 
of  affairs,  and  has  examined  him  and  others  at  the  first  meeting  of  creditors,  it  is 
obviously  difficult  to  resolve  questions  arising  in  a  proceeding  to  determine  whether 
the  debtor  ought  to  be  discharged  or  even  whether  a  particular  debt  is  dischargeable, 
without  being  influenced  by  information  and  impressions  gained  during  his  previous 
contact  with  the  debtor  and  the  papers  in  the  case."  Comm.  Rep.  Part  I,  at  93. 
If  exposure  to  the  debtor's  schedules  or  to  a  proof  of  claim  or  to  testimony  given  at 
a  first  meeting  is  thus  to  be  regarded  as  virtually  disqualifying  the  bankruptcy  judge  from 
ruling  objectively  on  controversies  later  arising  out  of  the  same  bankruptcy  proceeding, 
bankruptcy  administration  will  have  become  far  more  antiseptic  than  it  has  ever  been  sug- 
gested that  other  trial  courts  should  be  made.  We  would  certainly  not  expect  anyone  to 
propose  that  a  new  federal  administrative  agency  ought  to  be  created  for  the  purpose 
of    considering   and   ruling   on   offers   of   proof   made   in   federal   civil   and   criminal  cases 
pending  before  a  judge  without  a  jury. 

It  would  seem  not  only  that  we  have  in  the  past  but  that  we  undoubtedly  will  for 
some  time  in  the  future  have  to  continue  to  cope  with  certain  reasonable,  finite  limitations 
upon  the  extent  to  which  public  resources  can  practicably  be  committed  in  order  to 
insulate  judges  from  every  conceivable  appearance  of  impedimenta  to  their  judicial 
effectiveness. 

108  See  S.  236  §  2-101(a)  &  (b). 

109 /rf.   §  6-204  (b). 

^°  Id.  §  6-207 (B). 

ui/rf.  §  4-.^0.-5(b). 

112 /d.  §§  4-101.  4-402 (a)  &  note  1. 

!"/(/.   §  4-402 (a). 

^*Id.  S§4-402(a)  &  (b),  4-403(b),  4-101(a). 

115/(7.  §3-202(b)(l). 

118 /d.  §  4-.502(a). 

117  Id.  §  4-306. 

us  Id.  §  3-302. 

119  Id.  S  4-104 (b). 

120  Id.  §  4-305. 

121  Id.  §  4-307.  8€e  also  S.  236  §§  4-308  (a)  &  4-101. 

122  Id.  §  4-309. 
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for  the  reopening  of  cases  ou  application  of  parties  in  interest ;  ^^  for  grant- 
ing extensions  of  time ;  "* 

(0)  order  the  examination  of  any  person  on  any  matter  affecting  the  ad- 
ministration of  the  estate  or  the  right  to  a  discharge ;  ^ 

(p)   issue  suhpoenaes  ad  testificandum  and  duces  tecum  ;  ^^ 
(q)  determine,  on  application  of  any  party  in  interest  or  on  his  own  initia- 
tive the  propriety  of  any  payment  by  a  debtor  to  any  attorney,  member  of  the 
family  of  the  debtor,  or  any  affiliate  or  officer  or  general  partner  of  the  debtor 
within  one  year  prior  to  the  date  of  the  petition  in  bankruptcy ;  ^ 
(r)   designate  the  time  and  place  for  filing  proofs  of  claims  ;  ^* 
(s)  order  and  approve  dividends  and  distributions ;  "" 

(t)  allow  and  disallow  exemptions  and  prescribe  rules  governing  the 
procedures  for  appraising  and  allowing  exemptions ;  ^^ 

(u)  determine  whether  or  not  legal  and  equitable  contingent  future 
interests  of  the  debtor  are  subject  to  administration  for  the  benefit  of  his 
creditors ;  "^ 

(v)  authorize  the  assumption  or  rejection  of  executory  contracts;  ^ 
(w)  determine  the  propriety  and  reasonableness  of  all  disbursements  made 
from  the  debtor's  estate  by  pre-bankruptcy  custodians ;  "* 

(x)   allow  and  make  provisions  for  the  payment  of  reasonable  fees  for 
services  rendered  in  a  pre-bankruptcy  receivership ;  *** 
(y)   appoint  creditors'  committees:  ^^ 

(z)  direct  relief  under  a  particular  chapter  of  the  Act  on  petition  of  the 
debtor  or  of  creditors ;  ^^ 
( zl )  serve  as  trustee;  "^ 

(z2)  compromise  all  claims  and  actions  by  or  against  him  as  administrator 
or  as  trustee.^^ 
The  bankruptcy  court  would  be  left  with  the  responsibility  for  ruling  on  certain 
specified  controversies  arising  out  of  a  bankruptcy  case,  such  as  are  listed  in 
Section  2-201  and  elsewhere,  and  appeals  or  reviews  sought  respecting  rulings 
of  the  Administrator  brought  by  persons  "directly,  substantially,  and  adversely 
affected"  where  the  action  of  the  Administrator  has  not  yet  become  final  under 
Section  4-101.'*' 
Moreover,  the  Administrator  would  serve  as  : 

(1)  counsellor  to  debtors  with  regular  income  as  to  the  relief  available 
under  the  Act — legal  counsel  as  we  understand  it ;  "" 

(2)  trustee  in  all  liquidation  cases  (and  pseudo  Chapter  VI  trustee),  ex- 
cept where  creditors  vote  in  Chapter  V  (liquidation)  cases  for  a  private 
trustee ;  ^"■ 


i^s/f/.  §  4-315(a). 

«*/</.  §  4-401  (a). 

^-^  Id.  S  4-310 (a)  &  (b). 

i2«/<7.  §  4-310(c). 

^^  Id.  S  4-311. 

^^  Id.  S  4-401. 

1=8 /rf.  §  4-40.5  (e). 

ISO  Jd.  §  4-.50:?  ( i ) , 

1=1  7rf.  S  4-601(a)  (o)(C). 

132  Id.  §  4-fi02. 

is3/d.  §  4-603 (c). 

134  Id. 

135  Jd.  §  5-102 (a). 

138  Id.     §   5     1  O.-i. 

13T/rt.  §  5-101  (c). 

138  7d!.  §  3-202 (b)(5). 

139  ".4r/ioji«  bi/  Adminlstrutor ;  Reviciv  hy  the  Court. 

(a)  Administrator's  Actions:  Time  AlJoiced  for  Filing  Complaint.  Except  as  otherwise 
provided  in  this  Act,  the  Administrator  shall  act  on  all  matters  that  arise  in  a  case  and 
shall  enter  a  notation  of  each  action  in  the  file  of  the  case.  Any  person  directly,  substan- 
tially, and  adversely  affected  by  such  action  may  file  a  complaint  as  provided  in  Section 
2-205 (a)  :  (1)  within  ten  days  after  the  administrator  has  given  notice  to  such  person 
■when  notice  to  him  is  required  by  this  Act;  (2)  otherwise  within  ten  days  after  entry 
of  the  notation  of  the  action  in  the  file.  The  ten-day  period  under  either  clause  (1)  or  (2) 
may  be  extended  by  the  administrator  on  an  application  filed  before  the  period  has  expired. 
For  the  purpose  of  this  section  a  notice  is  not  required  to  be  given  any  person  by  the 
Act  because  he  is  entitled  to  receive  it  on  request  pursuant  to  Section  4-307 (c)  or  Section 
7-]07(b). 

(b)  Finality  of  .\.dministrator's  Action.  If  no  complaint  is  filed  within  the  time  prescribed 
in  subdivision  (a),  the  action  of  the  administrator  ■■ihall  become  final.  (Emphasis  supplied.) 
Section  4-101  (a)  &  (b).  S.  236. 

i'»/f7.  §  4-293 (a). 

i"/d  §§  6-101  &  3-202 (b)(5). 
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(3)  repository,  distributing  agent  and  income  beneficiary  of  Chapter  VI 
funds  awaiting  distribution ;  "^ 

(4)  filer,  allower  and  payor  of  claims  as  well  as  regulator  of  the  period  for 
filing  claims ;  "^ 

(5)  supervisor  of  Chapter  VI  debtors'  future  income  for  purposes  of  the 
plan ;  ^" 

(6)  clerk  of  the  court  to  receive,  docket,  file  and  give  notice  of  petitions  filed 
under  the  Act ;  ^*^ 

(7)  objector  to  discharges.^** 

A  partial  recitation  of  the  roster  of  conflicting  responsibilities  assigned  by  the 
Commission  to  the  U.S.  Bankruptcy  Administration'  eliminates  even  the  re- 
motest possibility  that  the  proposal  for  its  creation  was  either  necessitated  by,  or 
an  effective  response  to,  the  desire  to  relieve  the  bankruptcy  system  of  conflicting 
responsibilities.  The  Administrator  would  be  authorized  and  at  various  times 
required  to  serve  as  jtidge,  litigant,  counsellor  to  debtors,  advisor  and  counsultant 
to  creditors,"^  appointer  of  fiduciaries,  clerk  of  the  court,  trustee,  receiver,^*^  dis- 
trihuting  agent,  court  advisor,^'^  liquidator,"^  appraiser,^^  rulemaker  and  regula- 
tor of  fees,  as  well  as  the  head  of  an  independent  federal  agency  within  the 
Executive  Branch  of  Government.  The  Commission  suggestion  is  not  so  much  that 
ice  should  'throw  the  habij  out  with  the  hnthwater,'  a.<<  it  is  that  he  be  thrown 
out  without  a  hath,  in  preference  for  one  whose  more  conspicuous  birthmarks  are 
congenitally  impervious  to  bathwater. 

The  functional  problems  associated  with  the  creation  of  the  proposed  'U.b. 
Bankruptcy  Administration'  go  deeper  yet.  however.  In  Chapter  VI  (now  essen- 
tially Chapter  XIII)  cases  the  Administrator  would  : 

(1)  fix  the  time  for  filing  plans  and  impose  the  requirements  for  modifica- 
tions of  Chapter  VI  plans,  which  is  tantamount  to  the  power  to  dismiss 

plans  ■  ^^^ 

(2)  determine  compliance  with  the  provisions  of  the  Act,  determine  good 


153 


faith,  feasibility  and  best  interests  of  creditors ;  .      ..x     , 

(3)  determine  the  sufficiency  of  the  provisions  of  Chapter  VI  plans  to 
protect  the  interests  of  secured  creditors ; '^  ^ 

(4)  rule  on  objections  to  the  confirmation  of  Chapter  VI  Plans ; 

(5)  confirm  or  deny  confirmation  of  Chapter  VI  plans  ; 

(6)  issue  orders  against  employers ; '•"•  ^    ..       *  , 

(7)  increase  or  reduce  the  amount  or  extend  or  shorten  the  time  tor  mak- 
ing payments  after  confirmation  of  Chapter  VI  plans,  which  is  the  equivalent 
of  permitting  the  modification  of  confirmed  plans ;  '°*  ^_^ 

(8)  convert  a  Chapter  VI  extension  plan  to  a  composition  ; 

(9)  determine  the  feasibility  of  modifying  Chapter  VI  plans  after  con- 
firmation :  "^ 

(10)  rule  on  objections  to  discharge  ;  " 

(11)  dismiss  or  convert  a  Chapter  VI  case  to  another  chapter,  on  the 
application  of  a  party  in  interest  or  on  his  own  initiative,  for  delay  by  the 
debtor  deemed  prejudicial  to  creditors,  for  material  default,  for  failure  to 
pay  fees  or  charges,  for  failure  of  confirmation  or  by  reason  of  the  occur- 
rence of  a  condition  specified  in  the  plan.^®" 


"  Ifl.  U  6-101,  6-206  &  3-303  (a)  &  {b^. 
*'^Id.  §§4-401,  4-402  (a)  &  (b),  6-101  &  6-104. 
i«/rf.  §  6-201  (b). 

i«  See  e.g..  Id.  §§  4-202.  4-207  (h)  &  fc)  &  4-307. 
^*^M.  §§  4-50.5  (b),  6-101  &  6-297  (a)  (2). 
'"Id.  §  7-101   (a)  &  (d)(3). 
i«7rf.  §  4-208 (b). 
'«/(f.  §  7-306 (b). 
^Id.  §§  5-101  &  5-203. 
->i7rf.  §§  4-402  (b)  &  4-503 (j). 
'-  Id.  §  §  6-202  &  6-203. 
^53  Id.  §  6-204. 
'«/^. 
5=  Id. 
S8  Id. 
'57  Id. 

55  Id.  §  6-205. 
'59  Id. 

<^  Id.  §  6-207(a)(2)(A) 
'"/f7.  §  6-207(a)(2)(B). 
«2  Id.  §  6-209. 
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The  necessity  to  avoid  real  and  apparent  conflicts  of  interest  and  to  minimize 
waste  of  'judicial'  manpower  was  the  knife  edge  with  which  the  Commission 
cleaved  the  determined  division  of  administrative  and  judicial  responsibilities 
as  between  the  Executive  and  the  Judicial  Branch.  It  cannot  do  so  convincingly 
by  proposing  that  the  Executive  Agency  thereby  created  be  vested  with  both 
administrative  and  judicial  responsibilities.  Yet  that  is  precisely  what  has  been 
attempted. 

Certainly  no  one  can  dispute  the  fact  that  ruling  on  ol^jections  to  discharge, 
objections  to  claims  and  objections  to  confirmation  is  a  judicial  function,  even 
assuming,  arguendo,  that  strict  adversary  proceedings  alone  merit  judicial 
attention.  Why  then  are  these  judicial  functions  asigned  to  the  Administrator 
in  Chapter  VI  cases  instead  of  to  the  bankruptcy  court?  It  is  frankly  very 
difficult,  more  precisely  stated  it  is  utterly  impossible,  to  i-econcile  the  Com- 
mission findings  and  recommendations,  as  expressed  in  its  Report,  with  their 
statutory  implementation  in  S.  236.^"^ 

"Even  if  the  Brookings  Report's  diagnosis  of  the  troubles  in  the  present 
system  is  accepted,   the  Commission  does  not  accept  its  prescription  for 
improvement.  The  characterization  of  all  eases  other  than  [Chapter  X]  reor- 
ganizations as  appropriate  for  administrative  rather  than  judicial  treatment 
is  a  serious  oversimplification  of  what  is  involved.  It  draws  an  invidious 
distinction  between  the  interests  and  issues  presented  in  reorganizations 
of  the   kind   that   fit  in   Chapter  X,   and  those  arising  in  personal   bank- 
ruptcies, compositions,  extensions,  and  reorganizations  which  come  within 
other  chapters  of  the  Act.  Whatever  justification  there  is  for  according 
judicial  treatment  of  disputes  in  one  class  of  cases  extends  to  disputes  in 
any  other  class  of  cases  arising  under  the  bankruptcy  laws.  In  particular,  the 
rifihts  of  a  vac/e  earner  and  his  creditors  to  the  judicial  settlement  of  a 
disputed  claim  to  an  exemption,  or  to  a  discharge,  or  to  settlement  of  a 
dispute  as  to  the  dischargeabilitij  of  a  deht  are  no  less  cogent  or  deserving 
than  the  rights  of  the  deMor  and  creditors  in  a  reorganisation  to  the  judi- 
cial settlement  of  disputes  over  claims,  enforcement  of  security  interests, 
Gonfirm^ation  of  plans,  and  allowances  of  fees."  ^'* 
now  is  it  then  that  S.  2S6  draws  the  same  invidious  distinction  between  the 
interests   and   is.<ives   presented  in   Chapter   VII   business  reorganizatioyis   and 
those   which   arise   in   consumer  arrangement   proceedings  under   Chapter  TTl 
Why  are  the  very  important  interests  and  issues  presented  in  determining  the 
feasibility  of  Chapter  VI  plans,  the  best  interests  of  creditors  in  Chapter  VI 
plans,  the  allowability  of  secured  claims  in  Chapter  VI  plans,  and  the  need  for 
Chapter  VI  plan  modifications  and  reductions  or  suspensions  of  payment  not 
left  to  the  court,  as  they  are  in  Chapter  VII  business  reorganization  cases? 

It  must  be  altogether  clear,  even  to  those  who  share  the  objectives  of  the 
Commission,  that  the  proposed  division  between  administrative  and  judicial 
functions  under  S.  236  is  altogether  untenable.  The  concept  of  'judicial'  work, 
as  embodied  in  S.  236.  is  not  only  strictly  limited  to  adversary  proceedings, 
but  to  those  alone  which  involve  more  substantial  dollar  dimensions  than  are 
often  at  stake  in  consumer  cases.  The  legislative  formula  in  S.  236  would  not 
accord  consumer  controversies  the  governmental  stature  which  would  warrant 
involvement  of  the  courts,  whereas  business  insolvency  problems,  in  all  essential 
respects  indistinguishable,  would  be  entitled  to  judicial  resolution.  S.  236  not 
only  suggests  a  novel  and  to  us  unacceptable  encroachment  on  the  traditional 
concept  of  the  American  judicial  process,  but  one  which  others  familiar  with 
consumer  insolvency  problems  will  not  readily  accept. 

CORRALLING    THE   ADMINISTRATOR 

Careful  scrutiny  of  S.  236  leads  to  the  further  realization  that  most  of  the 
functions  to  be  performed  by  the  Administrator  are  only  very  loosely  circum- 


'8^  .'=!omp  inrilcation  of  tlip  depth  of  tlip  disanrreement  dividing:  the  .Tudges'  Conference 
and  the  Commission  on  this  proposal  is  provided  by  reference  to  the  recent  statement  made 
by  the  former  I-^xecutive  Director  of  the  Commission  that  criticisms  of  the  Commission's 
confusion  of  'administrative'  and  'judicial'  functions  amounted  to  mere  "quibbling."  In 
point  of  actual  fact,  however,  the  paradox  presented  is  that  the  'United  States  Bankruptcy 
Administration.'  to  he  created  principally  to  eliminate  real  and  apparent  conflicts  on  the 
part  of  the  bani^niptcy  court,  itself  would  become  a  compendium  of  conflicting  interests, 
powers  and  responsibilitlPs. 

""H.  Doc.  No.  93-137,  93d  Cong.,  1st  S^ss.  (July  1973),  Part  I,  at  86-87.  (EmphaMt 
tupplied.) 
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scribed  and  that  often  no  procedural  parameters  whatever  are  set  forth  in  the 
sStute  Vast  procedural  areas  are  left,  like  the  proverbial  'pig  m  a  poke;  en- 
tSlly  to  the  (UsSetion  of  the  Adminstrator  pursuant  to  his  broad  rule-making 
DOwers "«  As  the  Rules  of  Bankruptcy  Procedure  are  even  now  demonstrating, 
baXuptcy  practice  is  at  least  ninety  percent  procedural,  hence  the  importance 
of  prescribing  reasonably  precise  procedural  parameters  for  govermng  the 
Administrator  in  the  rule-making  process.  .        .„  ,  ,         ^ 

Ye  if  one  is  to  rely  upon  the  Commission  Report  itself,  it  wi  1  be  awkward 
indeed  to  attempt  to  fashion  any  administrative  hearing  mechanism  within 
the  U.S.  Bankruptcy  Administration  which  does  not  run  afoul  of  accei>tec 
nrocedural  standards  governing  the  administrative  decision-making  process 
F?i  Snce  S  236  empowers  the  Administrator  to  "consider"  objections  to 
dirchaige  ami  to  rule  on  them.-  We  may  well  ask  whether  the  Administrator 
is  to  ^'consider  such  objections  to  discharge  before  or  after  and  with  or  with- 
out hearing,  testimony,  evidence  and  argument,  or  whether  he  is  to  do  his 
"considering"  in  camera,  so  to  speak.  Moreover,  if  the  usual  due  process  safe- 
guards of  notice  and  hearing  are  to  govern  the  decision-making  functions  to 
be  performed  by  the  Administrator,  how  can  the  'U.S.  Bankruptcy  Administra- 
tion' escape  the  very  pitfall  it  was  designed  to  eliminate?  The  Commission 
Report  articulates  this  problem  better  than  it  does  its  solution. 

"The  substitution  of  administrative  for  judicial  titles  seems  unlikely  to 
enhance  morale  or  stimulate  higher  levels  of  performance.  Moreover,  to 
the  extent  that  administrative  and  judicial  officials  are  housed  within  the 
same  agency  or  organization,  the  image  of  the  independence  of  the  judiciary 
is  impaired"  Finallv.  there  is  little  or  no  evidence  that  administrative  judges 
and  hearing  examiners  have  been  able  to  perform  at  a  higher  level,  either 
in  the  quality  of  their  decisions  or  the  dispatch  of  their  caseloads,  than 
have  referees  in  the  discharge  of  their  judicial  functions."  "*  .  .    .   . 

On  the  other  hand,  if  such  procedural  rules  as  are  contained  in  the  Adminis- 
trative Procedures  Act  are  not  to  apply  who  would  have  such  a  system? 
Apparently  the  Commission  would  not."^ 

BETTING    ON    THE    JOCKEY 

We  believe  it  is  a  mistake  to  bet  on  the  jockey  instead  of  the  horse.  We  would 
prefer  to  have  the  operational  structure  and  the  procedural  rules  laid  out  in 
advance  for  all  to  evaluate,  rather  than  gamble  that  the  'right'  Administrator 
will  be  'in  the  saddle'  to  assure  that  all  of  the  'right'  steps  are  taken.  On  this 
point,  as  on  so  many  others,  the  Commission  Report  itself  most  eloquently 
refutes  the  stance  taken  by  S.  236."° 

COMMISSION    EXPERIENCE    IN    CONSUMER    INSOLVENCY    ADMINISTRATION 

The  recommendation  for  the  creation  of  an  Executive  Agency,  primarily  to 
administer  consumer  insolvency  cases,  best  exemplifies  the  unfortunate  lack  of 
experience  and  the  comparative  practical  unfamiliarity  of  the  Commission  mem- 
bership with  the  consumer  insolvency  problem  and  its  needs  for  improvement. 
As  one  becomes  more  conversant  with  the  details  of  the  Commission  proposal 
it  hecomes  increasingly  apparent  that  the  'U.S.  Bankruptcy  Administration' 
offers  a  ready  receptacle  into  which  to  deposit,  unresolved  and  largely  unarticu- 
lated,  many  of  the  most  serious  problems  confronting  present-day  consumer  bank- 
ruptcy administration. 


I 

i"5  8ee,  e.g.,  notes  115,  116.  117,  118,  119,  120,  121,  122  and  123,  supra.  It  Is  possible 
that  the  time  restrictions  under  which  the  Commission  was  required  to  function  were  too 
stringent  to  permit  It  to  detail  such  procedural  parameters.  In  that  event,  It  becomes  yet 
more  imperative  that  Congress  do  so. 

1^8  The  Commission  states  : 

"The  Commission  does  not  regard  as  worthy  of  adoption  the  Brookings  Reports 
recommendations  to  establish  a  hearing  and  appeals  procedure  within  the  administrative 
agency  to  process  most  cases  arising  under  the  bankruptcy  laws." 

Note  110  supra,  at  87. 

18'  S.  236  §  6-207 (a)  (2)  (B). 

les  Note  110  supra,  at  88. 

169  "[The  Commission]  does  not  see  any  justification  for  minimizing  the  Importance  of 
the  judicial  functions  In  such  cases,  or  for  relinquishing  these  functions  to  an  adminis- 
trative agency."  Id. 

"0  See  note  104  supra. 
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Not  unlike  the  Brookings  Report  before  it,  which  attempted  to  lay  exclusive 
claim  on  behalf  of  its  proposed  bankruptcy  agency  to  such  institutional  attributes 
as  fiexihility,  economy,  speed  and  efficiency,^'^  the  Commission  Report  offers  an 
illusory  view  of  the  operational  virtues  of  its  'U.S.  Bankruptcy  Administration'.'" 
Such  lavish  claims  on  behalf  of  federal  executive  agencies  are  not  only  certain 
to  be  seriously  challenged  by  knowledgeable  and  experienced  lawmakers  too 
often  disabused  of  similar  delusions  in  the  past : '"  moreover,  it  is  hallucinatory 
to  suggest  that  the  establishment  of  such  an  agency  is  essential  to  the  realization 
of  uniform  bankruptcy  court  procedures  and  forms,  the  maintenance  of  central 
data  processing,  the  creation  of  a  unitary  central  depository  for  bankruptcy 
funds,  the  collation  of  statistical  data,  the  adoption  of  merit  standards  in 
personnel  employment  and  promotion  and,  in  general,  for  bringing  about  rea- 
sonably uniform  systems  for  the  administration  of  bankruptcy  cases. 

INCREMENTAL  AUOUSTMENT  OF  PRESENT  SYSTEM 

Even  assuming  that  the  proposed  new  bankruptcy  agency  is  entirely  deserving 
of  all  such  anticipatory  accolades,  surely  it  must  have  occurred  to  the  Com- 
mission that  the  incremental  adjustment  of  the  present  judicial  system  of  bank- 
ruptcy administration,  if  endowed  with  anything  remotely  approximating  the 
public  commitment  and  resources  essential  to  the  creation  and  funding  of  the 
U.S.  Bankruptcy  Administration,  would  make  it  eminently  capable  of  perform- 
ing all  these  functions  at  least  as  adequately  and  with  much  less  serious  risk 
of  administrative  sclerosis}''*  The  incremental  adjustment  of  the  present  bank- 
ruptcy court  system  can  be  accomplished  with  much  less  danger  of  bringing  about 
too  severe  a  diminution  of  debtor  and  creditor  accessibility  to  a  fair  and  impartial 
judicial  forum  in  consumer  cases.  The  desired  efficiency  and  administrative  and 
procedural  uniformity,  as  well  as  the  needed  reallocation  of  the  power  to  appoint 
and  of  the  duty  to  supervise  trustees  and  receivers,  can  be  more  economically 
and  effectively  accomplished  through  enlargement  of  the  administrative  author- 
ity and  responsibilities  of  the  Administrative  Office  of  the  United  States  Courts 
and  through  the  simple  segregation  of  the  present  clerical  staffs  of  the  local 
bankruptcy  courts  from  the  bankruptcy  judges  by  subordinating  the  former 
instead  to  the  Administrative  Office  of  United  States  Courts.  Such  an  approach 
is  far  superior  to  the  Commission  proposal  because  the  clerks  of  the  bankruptcy 
courts  would  not  exercise  or  possess  responsibility  for  the  performance  of  other 
than  administrative  and  clerical  duties,  unlike  the  "U.S.  Bankruptcy  Administra- 
tion' which  would  be  created  as  a  veritable  corporate  compendium  of  conflicting 
interest.?,  powers  and  duties.^'® 


"1  G.  Stanley  &  M.  Girth.  Bankruptcy  :  Problem,  Process,  Reform  (Brookings  Institu- 
tion September  1971).  at  21.5-18  [hereinafter  cited  as  Stanley  &  Girth]. 

"2  See,  e.g.,  Coram.  Rep.  Part  I,  at  7. 

"3  See,  e.g.,  Address  by  U.S.  Senator  Herman  E.  Talmadge  before  the  47th  Annual  Meet- 
ing of  the  National  Conference  of  Bankruptcy  Judges  held  in  Atlanta.  Ga.  on  November  3, 
197.3.  119  Cong.  Rec.  191  (daily  ed.  Dec.  G,  197.3).  Senator  Talmadge  made  the  following 
observations  : 

"*  *  *  I  have  very  serious  reservations  about  splitting  tlie  administrative  functions 
away  from  the  .Judicial  Branch  of  Government. 

"One  of  my  primary  concerns  is  the  creation  of  yet  luiothor  government  bureaucracy, 
wliich  no  doubt  would  cost  the  taxpayers  of  this  country  countless  millions  of  dollars. 

******* 

"We've  had  far  too  much  of  that  already  *  *  *  executive  *  *  *  agencies  *  *  *  in  many 
instances,    virtually   personify    the   Peter   principle   of   waste  and   inefficiency. 

•  ••««** 

"I  understand  it  has  been  estimated  that  the  new  Bankruptcy  Administration,  if  it  is  set 
un,  would  cost  between  ."f30  and  .¥90  million.  But,  based  on  the  reliability  r)f  c^itiinates 
when  other  government  bureaus  have  been  established  in  the  past,  we  could  look  for  the 
cost  to  run  two  or  three  times  that  amount. 

*  *  *  *  4i  *  * 

"The  fact  is  that  we  need  to  restrain  what  seems  to  be  an  unrestrainable  Impulse  to 
create  a  new  agency  every  time  the  opportunity  presents  itself." 

"■•".As  a  United  States  Senator.  I  presume  there  are  certain  prerogatives  that  go  with 
tliat  office.  Yet,  I  find  it  very  hard  to  reach  goveri.ment  officials  by  telephone,  and  written 
communications  take  several  weeks.  If  that  happens  to  me  as  a  Senator,  I  can  certainly 
understand  the  frustration  that  must  be  experienced  by  some  poor,  hard-working  taxpayer 
from  Attapularus,  Ga.,  or  River  Cit.v.  Iowa,  who  is  trying  to  carry  on  business  with 
government  that  is  supposed  to  be  representing  him  In  Washington."  Id. 

'^'^  See  discussion  in  text  accomp;iuying  notes  10  through  104  supra. 
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Branch  of  Bankruptct  Administration 
a  separate  agency  within  the  judicial  branch 

S.  235  envisions  the  assignment  of  all  administrative  responsibilities  to  an 
upgraded  and  expanded  version  of  the  present  Bankruptcy  Division  of  the  Ad- 
ministrative Office  of  United  States  Courts,  to  be  known  as  the  'Branch  of  Bank- 
ruptcy Administration.'  All  true  administrative  functions,  save  those  ministerial 
duties  traditionally  performed  by  court-appointed  clerks  of  court,  would  become 
the  responsibility  of  personnel  selected,  employed  and  supervised  by  the  Director, 
who  would  become  the  principal  administrative  officer  of  the  bankruptcy  system. 
The  Chief  of  the  'Branch  of  Bankruptcy  Administration'  would  be  appointed  by 
the  Supreme  Court  and  have  the  equivalent  rank  of  a  deputy  director  of  the 
Administrative  Office.  S.  235  authorizes  the  establishment  of  local  offices  of  the 
'Branch  of  Bankruptcy  Administration'  to  function  in  tandem  with  individual 
bankruptcy  courts. 

The  new  Director  would  be  empowered  to :  (1 )  adopt  rules  and  regulations 
not  inconsistent  with  the  new  Act  or  Kules  of  Bankruptcy  Procedure;  (2)  ap- 
point trustees,  creditors'  committees,  auctioneers  and  appraisers  in  bankruptcy 
cases;  (3)  serve  as  receiving  and  disbursing  agent  for  the  funds  of  bankruptcy 
estates;  (4)  assist  eligible  individuals  in  the  preparation  of  bankruptcy  petitions, 
schedules,  or  to  contract  for  such  services,  and  (5)  enter  into  contracts  as,  for 
example,  for  data  processing  and  counseling  services."* 

The  oi^erations  of  the  'Branch  of  Bankruptcy  Administration'  are  to  be  sup- 
ported by  funds  appropriated  by  Congress."'  Filing  fees  and  additional  fees  and 
charges  to  be  paid  by  debtors  or  assessed  against  estates  are  to  be  fixed  by  the 
Judicial  Conference  in  light  of  the  total  estimated  costs  of  the  bankruptcy  process, 
although  the  language  of  the  statute  makes  it  clear  that  the  bankrupcy  system 
need  not  be  self-supporting."^ 

Provision  is  made  for  the  clerks  of  the  bankruptcy  courts  to  collect  filing  fees, 
additional  fees  and  charges,  and  to  handle  monies  of  estates  for  and  on  behalf 
of  the  Director."®  The  Director  is  authorized  to  make  deposits  or  investments 
of  monies  of  estates  in  interest-bearing  accounts  or  securities  of  the  United  States, 
and  to  aggregate  such  funds  for  deposit  or  investment  in  order  to  assure  a  rea- 
sonable return  thereon.'**  Under  both  proposals  earnings  from  deposits  or  invest- 
ments inure  to  the  estates,  except  that  earnings  on  monies  paid  in  by  debtors 
with  regular  income  are  to  be  covered  into  the  Treasury  of  the  United  States 
for  the  support  of  the  bankruptcy  system.^ 
As  one  respected  commentator  has  observed  : 

"Fundamentally,  the  Judges'  Bill  envisions  continuation  of  our  court- 
oriented  delivery  system.  A  separation  of  the  judicial  and  administrative 
functions  of  the  court  is  achieved  by  delegating  to  the  Director  primary 
responsibility  for  administrative  matters,  such  as  the  appointment  and  super- 
vision of  trustees  and  the  furnishing  of  social  work  services  to  individual 
debtors.  While  the  powers  and  duties  of  the  Director  have  been  expanded, 
care  has  been  exercised  to  avoid  assigning  to  him  functions  incompatible 
with  the  concept  of  retention  of  centralized  management  of  the  bankruptcy 
system  in  the  Judicial  Branch  of  Government  within  the  Administrative 
Office  of  the  United  States  Courts. 

"On  the  other  hand,  the  Commission  has  turned  things  around.  Instead  of 
recommending  a  system  under  which  the  courts  would  delegate  administra- 
tive functions  to  an  administrator,  the  Commission  has  proposed  a  delivery 
system  controlled  by  the  Administrator,  who,  with  minor  exceptions,^^ 
exercises  not  only  administrative  but  judicial  functions  as  well,  which  are 
final  and  binding  on  the  parties  absent  an  appeal.  Under  such  a  system  it  is 
an  exercise  in  futility  to  attempt  to  delineate  those  duties  which  shall  be 
performed  hy  the  Administrator  and  those  which  shall  be  delegated  to  the 
court,  since  the  court  involvement  is  entirely  dependent  on  its  jurisdiction 
being  invoked  by  a  complaint  or  application  filed  by  an  aggrieved  party."  ^^ 


"8  s.  235  §  206. 
i"/d.  at  §  3-10]. 
iw  Td.  at  §  3-102. 
i™Id.   at   §  2-106(a)(5). 
"i«o  Id.  at  §  3-103. 

la  Id.  at  §  3-303  ;  note  2  supra  §  3-193. 
1S2  Note  1  supra  §  2-203. 

^83  (liviphasis  supplied.)    Lee,  A   Critical  Comparison  of  the  Commission  Bill  and  the 
Judges'  Bill  for  the  Amendment  of  the  Bankruptcy  Act,  49  Am.  Bankr.  L.J.  1,  13  (1975). 
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Executive  ob  Judicial  Agknct? 

There  are  a  nnmber  of  reasons  which  militate  strongly  in  favor  of  the  expan- 
sion of  an  existing  administrative  ageney  within  the  Judicial  Branch  rather 
than  the  creation  of  a  new  agency  within  the  Executive  Branch  for  the  future 
administration  of  insolvent  estates. 

First,  there  is  a  long-standing  constitutional  tradition  respecting  the  separa- 
tion of  powers,  designed  to  minimize  encroachments  by  one  Branch  of  Oovernment 
into  the  internal  administration  of  another.  The  Third  Branch  has  always  main- 
tained autonomy  and  policy-making  control  in  the  area  of  .iudicial  administra- 
tion. See,  e.g.,  P.  Fish,  The  Politico  of  Federal  Judirial  Administration  (Prince- 
ton U.  Pre.ss  1973),  at  3.  Since  the  'Branch  of  Bankruptcy  Administration,' 
unlike  the  'U.S.  Bankruptcy  Administration,'  is  in  no  manner  designed  or  em- 
powered to  act  as  a  litigant  in  any  bankruptcy  proceeding,  no  good  cause  exists 
to  locate  such  an  agency  in  the  Executive  Branch. 

Second,  the  traditional  retardation  in  the  growth  rate  of  Judicial  Branch  ad- 
ministrative agencies  like  the  Administrative  OflSee  of  United  States  Courts,  as 
contrasted  with  the  explosive  expansion  of  federal  agencies,  suggests  that  sub- 
stantial savings  can  be  realized  through  the  expansion  of  a  tiny,  existing  agency 
within  the  Judicial  Branch  [the  Bankruptcy  Division]  rather  than  by  the  crea- 
tion of  a  new  executive  agency."* 

Third,  the  widely  differing  local  economies  and  attitudes  prevalent  in  different 
parts  of  the  country  can  be  more  relevantly  addressed  by  a  less  monolithic  in- 
solvency system  possessed  of  the  flexibility  to  respond  more  appropriately  to 
important  local  conditions,  while  still  providing  the  necessary  stimulus,  support 
and  supervision  in  such  areas  as  personnel  selection,  promotion  and  supervision, 
uniform  record-keeping,  centralized  data  collection  and  storage,  and  the  develop- 
ment of  advanced  management  techniques  and  the  like. 

Fourth,  S.  235  eiiniinntes  nil  of  the  real  and  apparent  conflietH  of  interest  on 
the  part  of  the  bankruptcy  judge  inherent  in  the  present  system,  whereas  S.  236 
exacei'bates  the  very  problem  it  was  put  forward  to  correct.  It  works  rational 
violence  for  the  Commission  to  evidence  concern  that  the  establishment  of  an 
administrative  agency  within  the  Judicial  Branch  would  give  rise  to  apparent 
conflicts  of  interest  and  yet  not  exhibit  the  slightest  uneasiness  about  the  assign- 
ment of  all  'administrative'  and  most  'judicial'  functions  in  consumer  cases  to  its 
proposed  'United  States  Bankruptcy  Administration.' 

Fifth,  the  Commission  Report  itself  warns  against  the  serious  dangers  apparent 
In  the  adoption  of  administrative  hearing  and  appellate  procediires  within  the 
agency  recommended  by  the  Brookings  Report : 

"The  possibilities  suggested  by  the  [Brookings]  Report  that  determination 
of  controversies  between  a  debtor  and  his  creditors  can  be  influenced  by 
"program  development"  are  foreboding.  A  creditor-oriented  policy,  or  one 
emphasizing  debtor  rehabilitation,  or  one  primarily  concerned  about  maxi- 
mizing eflSciency,  expedition,  and  economy  in  administration  could  sub.stan- 
tlally  affect  the  results  for  debtors  and  creditors  if  the  administrative  judges 
are  part  of  the  management  team.  If  an  apeney  tvitliin  the  judicial  hraneh 
can  be  insulated  from  such  pressures  and  help,  then  it  should  certainly  he 
placed  in  that  branch  if  it  is  to  he  given  judicial  respnnsihilities."  "' 
Unfortunately,  the  Commission  has  erred  no  less  egregiously  in  sidling  into  its 
proposal  that  the  'U.S.  Bankruptcy  Administration'  be  empowered  to  determine 
controversies,  confirm,  dismiss  or  modify  plans,  grant  or  deny  discharges  and 
allow  or  disallow  objections  to  claims.  The  Commission  recommendation  in  this 
regard  represents  an  unacceptable  depreciation  of  the  importance  of  both  'judi- 
cial' and  'administrative'  duties  in  consumer  cases,  as  compared  to  those  of  the 
same  essential  character  in  business  cases.  The  occasions  for  determinations  of 
controversies  to  be  influenced  by  'program  development'  are  no  less  foreboding 
under  the  'U.S.  Bankruptcy  Administration'  than  they  would  be  under  its  Brook- 
ings prototype. 

Sixth,  decades  of  experience  with  the  limited  effectiveness,  high  cost,  disap- 
pointing achievements  and  predisposition  toward  bureaucratic  sclerosis  of  cen- 
tralized federal  executive  agencies  do  not  make  the  vesting  of  control  of  bank- 


'"*  flee  note  173  fiupra. 

i8»  Comm.  Rep.  Part  I,  at  87-88. 
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ruptcy    administration    in    such    an   agency    an    attractive   alternative   to   the 
modernization  of  the  present  judicial  system. 

Seventh,  occasionally  there  is  expressed  the  mistaken  view  that  bankruptcy 
judges  oppose  the  creation  of  an  Executive  Agency  for  the  administration  of 
bankruptcy  cases  because  of  a  selfish  concern  for  the  preservation  of  their  posi- 
tions. The  view  is  entirely  specious,  however,  since  the  number  of  judicial  posi- 
tions retiuired  in  the  future  will  depend,  not  on  whether  the  new  agency  is  located 
in  the  Executive  or  the  Judicial  Branch,  but  rather  on  what  functions  are  as- 
signed to  it.  Bankruptcy  judges  believe  that  S.  235  offers  a  far  more  just  and 
humane  division  of  responsibility  between  the  court  and  an  agency,  rather  than 
one  which  worsens  the  problems  designed  to  be  resolved  through  the  creation  of 
an  agency. 

COMPETENCE   OF   JUDICIAL   ADMINISTRATION 

Finally  in  this  regard,  Mr.  Chairman,  were  we  to  appear  before  you  today 
to  urge  as  bankruptcy  judges  that  we  be  given  another  chance  to  upgrade  the 
present  system  so  as  to  put  it  in  step  with  the  needs  of  our  economy  and  of  the 
litigants  who  come  before  us,  we  would  expect  to  be  informed  that  we  had  had 
enough  time  since  1938  in  which  to  bring  about  those  changes.  Yet  It  is  implicit 
in  the  Commission  Report  and  in  the  Brookings  Study  that  the  shortcomings  of 
the  present  system  somehow  represent  conclusive  evidence  that  the  judiciary  is 
not  competent  to  superintend  the  administration  of  consumer  insolvency  pro- 
ceedings. Since  that  contention  is  critical  to  a  fair  perspective  of  the  funda- 
mental disagreement  between  the  Commission  and  the  Bankruptcy  Judges  as  to 
the  appropriate  placement  of  responsibility  for  the  performance  of  'administra- 
tive' functions  in  bankruptcy  proceedings  it  merits  special  consideration. 

TRADITIONAL   ROLE   OF   REFEREES 

The  traditional  role  accorded  bankruptcy  judges  is  that  they  are  to  be  the 
instruments  of  bankruptcy  administration,  with  no  voice  in  its  orchestration. 
By  way  of  dramatic  contrast,  however,  ever  since  the  enactment  of  the  Chandler 
Act  of  1938  the  referee  in  bankruptcy  has  been  legislatively  recognized  as  the 
de  facto  judge  of  the  bankruptcy  court."*  As  the  judicial  powers  and  responsi- 
bilities of  the  bankruptcy  judge  have  evolved  to  their  present  autonomous 
level,"'  it  seems  reasonable  to  expect  that  bankruptcy  judges  would  have  been 
accorded  representation  within  the  policy-making  forum  for  bankruptcy  admin- 
istration, the  Committee  on  Bankruptcy  Administration  of  the  Judicial  Con- 
ference. The  active  involvement  of  bankruptcy  judges  in  determining  and  imple- 
menting the  policy  objectives  of  bankruptcy  administration,  if  not  as  members,"* 
perhaps  even  as  informal  consultants,  witnesses  or  advisors,  would  long  ago  have 
brought  substantial  improvements  in  the  actual  operation  of  the  bankruptcy 
courts,  which  are  almost  exclusively  the  day-to-day  domain  of  bankruptcy  judges. 
The  vital  contribution  which  bankruptcy  judges  could  make  in  such  efforts 
would  be  to  better  conform  the  bankruptcy  process  to  the  perceived  needs  of  its 


^s«  "Under  the  Chandler  Act,  passed  in  1938,  the  referee  is  the  judge  of  the  court  of 
banlvruptcy."  20  Ref.  J.  105  (1946)  (Statement  of  Senator  James  W.  Huffman  of  Ohio, 
floor  manager  of  H.R.  4160 — Referees'  Salary  Act  of  1946). 

"It  is  now  firmly  settled  that  upon  general  reference  the  referee  acts  as  a  court  of 
bankruptcy,  except  as  to  those  matters  which  the  Act  or  the  General  Orders  reserve  to  the 
judge  alone."  2  Collier.  Bankruptcij  If  28.02,  n.  1  (1969  ed.) 

"[A]fter  a  general  reference  the  referee  possesses  complete  jurisdiction  of  the  proceed- 
ings, Including  power  to  extend,  for  cause  shown,  the  time  for  petitions  to  review  and  to 
reexamine  and  vacate  his  decisions  whenever  and  as  long  as  determinations  of  the 
court  are  open  to  such  action.  The  practice  before  the  referee  should  not  differ  from  that 
before  the  judge  of  the  court  of  bankruptcy  and,  apart  from  direct  review  within  the 
limitation  of  §  39(c),  the  orders  of  the  referee  are  entitled  to  the  same  presumption 
of  validity,  conclusiveness  and  recognition  In  the  court  of  bankruptcy  or  other  courts  " 
1  Collier,  Bankruptcy  IF  1.09  (1969  ed.)  (footnotes  omitted). 

"7  With  the  passage  of  Public  Law  91-467,  the  so-called  'Dischargeability  Bill,'  and 
the  adoption  of  the  Rules  of  Bankruptcy  Procedure,  the  judicial  responsibilities  of  bank- 
ruptcy judges  have  again  been  greatly  expanded,  vesting  the  bankruptcy  court  and  speci- 
fically the  bankruptcy  judge  with  jurisdiction  to  'determine  the  dischargeability  of  debts 
and  to  render  judgments  thereon,'  to  conduct  jury  trials,  to  determine  and  punish  for 
contempt  and  to  Issue  writs  of  habeas  corpus.  The  Rules  of  Bankruptcy  Procedure  now 
requ.re  automatic  reference  by  the  clerk  of  the  district  court  to  a  referee  of  all  bankruptcy 
petitions  filed  under  Chapters  I-VII,  XI  and  XIII. 

!■«  .ludicial  Conference  membership  is  not  a  prerequisite  to  eligiliility  for  membership 
on  Its  Committee  on  Bankruptcy  Administration.  The  present  chairman  "of  that  committee 
IS  not  a  member  of  the  Judicial  Conference,  which  principally  consists  of  the  chief 
]udge  of  each  of  the  courts  of  appeals  and  a  district  judge  from  each  circuit. 
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litigants  and  its  courts.  While  bankruptcy  judges  repeatedly  have  sought  such 
access  to  no  avail,^  elementary  considerations  of  fairness  compel  objective 
recognition  of  the  fact  that  we  have  not  been  derelict  in  our  efforts  to  better 
the  bankruptcy  courts  and  that  it  is  unwarranted  to  infer,  as  some  would  do, 
that  the  Judicial  Branch  is  incapable  of  upgrading  the  calibre  of  its  supervision 
of  the  administration  of  bankruptcy  proceedings. 

StJBSTANTIVE   REFORMS   IN    CONSUMER  BANKRUPTCY   ADMINISTRATION 

The  Commission  performed  far  better  in  its  proposals  for  substantive  improve- 
ments in  consumer  bankruptcy  laws  than  in  its  recommendations  for  reforming 
consumer  bankruptcy  a dminisi ration.  Nor  is  that  fact  surprising  since  the 
Commission  was  comprised  of  eminently  qualified  attorneys  and  judges  deter- 
mined to  analyze  the  substantive  legal  provisions  of  present  bankruptcy  law 
with  a  view  to  their  modernization  and  improvement.  Tlie  shortcomings  in  their 
qualifications  do  not  lie  in  any  lack  of  talent  or  dedication,  but  in  an  absence  of 
experience  in  consumer  bankruptcy  administration.  Yet  the  admirable  profes- 
sional reputations,  brilliant  intellects,  enviable  accomplishments  and  lofty  dedica- 
tion to  public  service  represented  on  the  Commission  cannot  alter  the  crucial 
fact  that  no  member  had  ever  had  the  benefit  of  substantial,  much  less  primary, 
experience  in  consumer  bankruptcy  administration  or  practice ;  nor  can  these 
sterling  qualities,  in  whatever  measure  possessed,  ever  obscure  the  utter  neces- 
sity of  personal  experience  as  an  absolute  prerequisite,  first,  to  the  adequate 
identification  and  comprehension  of  most  human  problems,  and  secondly,  to  the 
selection  and  implementation  of  practical  solutions. 

THE   CONSUMER   DEBTOR    FAMILY   IN    PROFILE 

Lord  Beveridge  once  remarked  that  "[a]  familii  still  remains  the  greatest 
sinf/lc  cause  of  poverty."  ^^  Greater  consciousness  of  this  economic  fact  of  life 
would  result  in  a  more  responsive  and  concerned  effort  to  sustain  the  integrity 
of  the  American  family  by  providing  public  support  for  the  dignity  and  self 
respect  of  the  family  provider  who  is  confronted  with  an  unmanageable  burden 
of  debts. 

The  recent  and  sharply  rising  costs  of  such  basic  family  necessaries  as 
clothing,  shelter,  and  particularly  food  and  fuel,  have  meant  tliat  an  increasing 
percentage  of  American  families  are  encountering  basic  family  maintenance  costs 
which  are  unmanageable."^  The  United  States  Department  of  Agriculture  Report 
on  Food  Stamp  Participation  in  the  United  States  shows  that  14,370,000  in- 
dividuals from  4,631,795  households  participated  in  the  food  stamp  program 
during  October,  1974.  As  the  current  economic  crisis  has  deepened,  it  has  been 
variously  estimated  by  public  officials,  according  to  media  reports,  that  between 
17,000,000  and  20,000.000  persons  are  now  participating  in  the  federal  food  stamp 
program,  which  approaches  ten  percent  of  our  total  population. 

These  alarming  economic  developments  portend  great  shifts  in  the  numbers 
of  American  families  who  will  be  at  or  near  the  poverty  level  and  hence  more 
vulnerable  to  the  sudden  economic  ripples  which  we  know  precipitate  urgent 
demands  for  relief  from  unmanageable  indebtedness,  such  as  sudden  sickness  or 
accident,  pregnancy  leave,  layoff,  loss  of  overtime  or  other  reductions  in  earnings 
or  financial  failures  on  the  part  of  friends  or  family  members  for  whom  the  debtor 
is  an  accommodation  endorser. 

Various  studies  of  the  characteristics  of  American  families  which  have  ex- 
perienced economic  collapse  differ  but  slightly  in  their  composite  family  profile. 
The  'average'  consumer  bankrupt  is  a  married  male  in  his  early  thirties,  with 
a  family  of  four  to  five  dependents,  a  blue  collar  job  and  a  tenth  grade  education. 
His  debt  schedules  usually  indicate  that  his  secured  and  unsecured  obligations, 
exclusive  of  real  estate  mortgage  payments,  substantially  exceed  his  annual  in- 
come. -  Where  the  family  has  an  installment  debt-payment-to-income  ratio  of  15% 

189  gee,  e.g..  Letter  of  Judge  Joe  Lee  to  Chief  Justice  Warren  B.  Burger  of  March  1  1974 
at  1.  '  ' 

^Ij(?fi.  Bankruptcy  Study  Plan,  Committee  on  the  Judiciary  of  the  United  States 
Senate  [Committee  Print]    (TT.S.  Gov't.  Printing  Off.,  Wash.,  D.C.,  November  1971)    at  XI 

MIA  recent  copyrighted  New  York  Times  news  story  reported  that  debt  collectors 
alone  were  forwarded  a  record  12  billion  dollars  in  delinquent  personal  obligations  to 
collect  from  Individual  Americans  during  1974.  Bangor  Daily  News  of  Februarv  17  1975 
p.  32,  col.  5.  J       ,  . 

"2  gee,  e.g..  Statement  of  Hon.  Clive  W.  Bare,  S.  J.   100  Rep.,  at  21-22, 


93 

or  above  studies  reveal  that  the  family  is  twice  as  liliely  as  is  the  average  family 
to  fall  behind  in  installment  payments."''' 

ACUTE    CONSUMER    INSOLVENCY 

A  most  significant  factor  in  the  economic  history  of  these  families  is  that 
the  ovcnchclming  inajority  [varying  from  80%  to  95%]  never  experience  a 
recurrence  of  the  economic  collapse  which  brought  them  to  the  bankruptcy 
court.  The  evidence  suggests  that  these  are  families  who  bec(nne  overwhelmed 
by  the  indebtedness  they  incurred  as  newly-married  couples.  Family  expen.ses 
rise  rapidly  and  family  income  declines  dramatically  with  the  arrival  of  the 
tirst  or  second  child.  Typically,  as  a  newly-married  couple  both  spouses  were 
gainfully  employed  and  became  accustomed  to  coping  satisfactorily  on  their 
combined  incomes.  Their  attitudes  toward  installment  credit  are  formulated 
during  the  time  and  on  the  optimistic  basis  that  both  .spouses  remain  gainfully 
employed.  The  problem  results  by  virtue  of  the  fact  that  the  credit  commitments 
made  during  this  early  marital  period  extend  well  beyond  it  into  the  financially 
unstable  years  when  children  represent  both  a  direct  added  expense  and  an 
inhibition  upon  the  gainful  employment  of  the  mother. 

The  most  important  factor  involved  here  is  that  we  are  not  dealing  primarily 
with  chronic  insolvency,  l)ut  with  ac«te  one-time  economic  collapse  on  the  part 
of  young  marrieds  the  very  integrity  of  whose  domestic  and  economic  existence 
is  threatened  by  the  sudden  and  stigmatic  insolvency  experience.  The  overall 
cost  to  the  fabric  of  American  society  in  permitting  vast  numbers  of  young 
families  to  struggle  indefinitely  as  best  they  can  to  overcome  the  burdens  of 
unmanageable  indel)tedness  would  be  incalculable.  The  provision  of  an  honorable 
system  whereby  these  families  can  avail  themselves  of  protection  from  creditor 
harassment  is  absolutely  essential.  Unless  the  Congress  determines  to  abandon 
the  concept  of  an  open  credit  economy  it  must  legislate  substantive  changes  in 
our  consumer  baidcruptcy  laws  which  will  maximize  the  opportunity  for  these 
young  families  to  maintain  their  dignity  and  integrity  through  recourse  to 
voluntary  debt  repayment  programs  tailored  to  their  individual  needs  and 
circumstances.  Congress  should  also  minimize  the  stigma  attached  to  these 
proceedings  and  afford  these  families  meaningful  discharge  relief  and  rehabilita- 
ti(m  at  a  reasonable  cost. 

LEGAL   COUNSEL   IN    CONSUilEE   CASES 

yince  Senate  Joint  Resolution  100  was  fir.st  conceived  by  you,  Mr.  Chairman, 
one  of  the  principal  concerns  underscoring  the  need  for  the  creation  of  a  study 
commission  has  been  the  inadequacy  and  high  cost  of  legal  services  to  consumer 
debtors  already  overburdened  with  financial  obligations.  The  Commission  on  the 
Bankruptcy  Laws  of  the  United  States  has  recognized  the  existence  of  the  prob- 
lem but  in  characteristic  fashion  it  has  delegated  the  responsibility  for  its  solu- 
tion to  the  'U.S.  Bankruptcy  Administration'. 

While  it  is  debatable  at  best  whether  a  centralized  federal  executive  agency 
can  provide  individual  consumer  debtors  with  effective  legal  counsel  at  a  more 
reasonal)ie  cost  than  the  private  bar,  no  problem  that  exists  under  the  present 
bankruptcy  system  deserves  and  none  has  received  more  attention  from  the  Na- 
tional Conference  of  Bankruptcy  Judges  than  that  of  assuring  consumer  debtors 
effective  Inw  cost  legal  representation  commensurate  with  their  needs. 

SECTION    4-20.3    OF    S.    235 

We  are  satisfied  on  the  basis  of  a  pilot  program  conducted  by  Bankruptcy  Judge 
Richard  E.  Poulos,  of  Portland,  Maine,  and  more  recently  introduced  at  Bangor, 
that  the  proposals  contained  in  Section  4-203  of  S.  235  point  the  direction  we 
must  take  in  solving  this  proldem.  Section  4-203  requires  personnel  of  each  of 
the  local  offices  of  the  'Branch  of  Bankruptcy  Administration'  on  request  to 
assist  eligible  individuals  with  the  preparation  of  the  petition,  schedules  of  assets 
and  liabilities,  a  proposed  budget,  and  a  statement  of  affairs.  Eligible  individuals 
include  those  with  regular  income  and  those  whose  income  is  inadequate  to 
enal)le  them  to  meet  approved  charges  for  legal  assistance  in  such  cases.  Once 
these  documents  have  been  completed  the  individual  must  be  referred  to  an  at- 
torney for  counseling  as  to  the  advisability  of  seeking  any  form  of  relief  under 

M3  See  Lee.  note  190  supra,  at  XI. 
50-3.38 — 75 7 
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the  Act,  the  selection  of  a  specific  remedy,  if  any,  ami  the  completion  of  a  "dis- 
closure statement"  containing  information  about  sensitive  jnatters  which  may 
possibly  affect  the  individual's  right  to  a  discharge  or  have  to  do  with  criminal 
acts  or  matters  of  like  nature. 

QUALIFIED  ATTORNEYS  AT  EEASOXABLE  KATES 

The  local  office  of  the  'Branch  of  Bankruptcy  Administration'  is  retiuired  to 
compile  and  maintain  a  list  of  attorneys  who  have  indicated  a  willingness  to 
l»rovide  legal  services  to  eligible  individuals  in  such  cases  at  I'ates  nor  in 
excess  of  those  approved  by  the  'liranch  of  Bankruptcy  Administration,'  after 
consullaticMi  with  state  and  local  bar  associations.  The  experience  in  Maine 
to  date  is  that  many  of  the  ablest  lawyers  in  the  area  have  made  known  their 
interest  in  representing  consumer  debtors  at  rates  varying  between  |3(>  and  $40 
per  hour.  The  customary  time  required  for  an  attorney  to  counsel  the  debtor  in  a 
routine  consumer  case  after  all  of  the  para-legal  icork  has  been  completed  and  is 
available  for  the  attorney  to  scrutinize  in  familiarizing  himself  with  the  case, 
is  l»etween  thirty  minutes  to  one  hour.  The  average  counsel  fee  in  a  consumer 
bankruptcy  case  in  most  areas  of  the  country  varies  between  $200  and  $350. 
T'nder  the  program  which  is  proving  so  successful  in  Maine,  the  average  cost  of 
legal  services,  provided  by  attornry.s  interested  and.  Inouledgeahle  in  this  area 
of  the  law,  is  between  $25  and  $50  per  case.  A  first-hand  description  by  Judge 
Richard  E.  I'oulos  of  the  operation  and  effectiveness  of  the  pilot  program  after 
which  Section  4-203  of  S.  235  was  patterned  is  most  encouraging: 

"In  order  to  assure  the  integrity  of  the  court-supervi.sed  program  and  to 
guarantee  the  protection  of  the  debtor's  rights,  independent  legal  counseling 
is  provided  by  referring  the  debtor  to  [an  attorney]  selected  by  him  from  a 
list  of  liighly  qualified  attorneys  who  have  volunteered  or  have  been  recruited 
to  i)erform  that  function.  Since  many  of  the  underlying  problems  have  been 
preliminarily  diagnosed  and  evaluated  [by  the  counseling  staff  of  the  trus- 
tee's office]  and  most  importantly,  because  all  basic  information  has  been 
marshalled  and  all  *  *  *  forms  have  been  prepared,  a  substantial  saving  of 
the  time  and  effort  otherwise  required  of  an  attorney  is  realized.  As  a  result 
the  attorney  can  perform  strictly  legal  work  in  much  less  time  and  thus 
rarely  requires  compensation  greater  than  $50  per  ca.se  *  *  *. 

"The  receptii-eness  and  high  quality  of  perfonnauce  of  the  attorneys  oper- 
ating under  this  arrangement  has  b((n  unc/uestioHaJily  a  most  unc.rpretrd 
development  and,  therefore,  a  very  gratifying  experience  for  the  court.  The 
availability  of  a  large  number  of  skilled  attorneys  to  represent  financially 
distressed  individuals  has  significantly  enhanced  the  repxitation  of  ))oth  the 
bankruptcy  bar  and  bench,  bnsically  by  eliminating  perfunctory,  inexpert 
and  costly  legal  representation."  ^"* 

COUNSELING 

The  Commission  Report  endorses  in  principle  a  diagnostic  and  referral  counsel- 
ing program  which  has  been  functioning  in  the  District  of  Maine  since  1970. 
Debtors  and  their  attoi-neys  participate  in  this  counseling  program  entirely  on  a 
voluntary  basis.  The  program  has  a  twofold  thrust.  Its  objectives  are  to  provide 
the  court  with  information  about  the  debtor's  domestic,  psychological,  medical, 
employment  and  financial  circumstances  as  a  means  of  assisting  the  court  in 
determining  the  feasibility  of  the  proposed  plan  and  to  make  available  existing 
public  and  private  resources  offered  within  the  community  to  those  debtors  and 
their  families  having  specific  problems  in  order  to  advance  the  immediate  as 
well  as  the  long  range  rehabilitation  of  the  debtor.'"' 


^"4  (EinplKifiifi  fiiipidied.)   Mpmoranduni  from  Judge  Richard  E.  Poulos  to  .Tudjre  Conrad 
K.  C\r  of  February  11,  1975.  at  4-5. 

^"■'"  Of  the  402  oonfirmed  cases  in  which  diagnostic  interviews  were  conducted  hy  the 
social  worker.  t!if>re  were  29.3  referrals  to  other  agencies,  as  follows  :  eye  care  services  l.*?  ; 
family  and  child  services  14.  mental  health  clinics  42;  food  stamps  74;  Maine  State 
lOinploymeiit  Aeency  '^  ;  general  and  catey:orical  assistance  4]  :  remedial  education  prosi'nm 
4  :  vo^'ational  traliiinsr  and  rehabilitation  1.")  :  homemaker  services  8  ;  dental  clinics  12  ; 
Pine  Tree  Thecal  assistance  project  4  ;  Social  Securit.v  .10  :  ;ilc(diid  services  4  :  Medicaid 
covered  referrals  to  private  physicians  14;  Veteran's  .Vdniiiiistration  3:  orthopedic  clinic 
1  :  puldic  health  nurse  2:  planned  parenthood  clinics  S;  March  of  Dimes  1.  The  kinds  of 
problems  encountered  run  the  tramut  from  illiteracv  to  chronic  alcoholism  :  from  dental 
surffery  to  brain  snrsery  :  from  under  employment  to  nutritional  deficiency  ;  and  from 
domestic  dysfunction  to  psycliiatric.  vocational  and  lejral  i)rnldems. 
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DIAGXOSTIC  COUNSELING 

Prior  to  the  first  meeting  of  ei-editors,  if  tlie  debtor  so  desires,  an  experienced 
case  worlier  visits  his  liome  and  conducts  an  in-deptli  interview  of  the  debtor  and 
his  wife.  On  tliat  basis  tlie  case  worl-cer  prepares  and  submits  to  the  Chapter 
XIII  trustee  and  the  court  a  confidential  report  treating  with  tlie  over-all  cir- 
cumstances of  the  debtor  and  liis  family,  thus  providing  the  court  with  a  more 
reliable  and  realistic  insight  into  the  debtor's  monetary  requirements  for  family 
expenses  during  the  extension  period.  The  Chapter  XIII  trustee  thereafter  inter- 
views the  debtor  privately  just  prior  to  the  first  meeting.  Before  this  program 
was  commenced  the  court  had  only  to  rely  upon  the  debtor's  own  often  unrealis- 
tically  optimistic  estimates  of  his  projected  budgetary  reciuirements  while  under 
the  plan.  As  a  result,  approximately  60%  of  all  Chapter  XIII  ijlans  confirmed 
in  years  past  failed,  whereas  experience  under  the  new  program  reflects  a  failure 
rate  of  less  than  10%.  The  results,  now  empirically  substantiated,^^  provide 
striking  proof  of  the  urgent  need  for  this  type  of  assistance  in  consumer  debtor 
rehabilitation  proceedings. 

COMPOSITION  PLANS 

One  result  of  this  program  is  that  the  court  is  confirming  fewer  extensions  anti 
more  compositions  than  ever  before.^"""  Approximately  53%  of  the  wage  earner- 
plans  now  being  confirmed  are  compositions,^"*  as  compared  to  a  mere  4%,  com- 
positions prior  to  the  iutodnction  of  this  program."'"  The  empirical  data  reflecting: 
the  developing  trend  toward  more  successful  composition  plans  seem  to  substan- 
tiate the  views  of  those  who  have  criticized  Chapter  XIII  wage  earner  proceed- 
ings as  a  possible  imposition  on  consumer  debtors  by  reason  of  the  relatively 
low  incidence  of  compositions  confirmed  under  Chapter  XIII,  as  compared  to 
Chapters  X  and  XI.'""  The  trend  toward  compositions  in  Maine  has  met  with 
general  creditor  approval  as  well,  since  a  feasible  composition  is  a  great  deal 
more  productive  than  an  unfeasible  extension,  inasmuch  as  the  latter  usually 
results  in  a  bankruptcy  discharge  before  general  creditors  receive  any  appreciable 
dividend. 

REFERRAL   COUNSELING 

The  case  worker  discovers  whether  the  debtor  or  dependent  members  of  his 
family  ai'e  experiencing  any  particular  problems  which  are  amenable  to  treat- 
ment, such  as  a  need  for  medical,  psychiatric  or  dental  care  ;  whether  the  debtor  or 
members  of  his  family  are  interested  in  and  qualify  for  various  vocational  train- 
ing programs ;  whether  the  family's  nutritional  and  educational  needs  are  being 
met ;  whether  there  is  a  need  to  provide  homemaker  aid,  or  counseling  for  marital, 
psychiatric,  alcohol,  drug  or  credit  problems.  When  such  problems  are  discovered, 
the  debtor  is  advised  of  the  avenues  available  in  the  connuunity  to  assist  him.  his 
approval  is  obtained  for  release  of  the  case  worker's  report  to  the  appropriate 
community  agency  and  a  referral  is  arranged  by  the  case  worker.  The  case 
worker's  thorough  report  serves  as  an  initial  intake  report  for  the  particular 
agency  to  which  the  debtor  is  referred,  thereby  greatly  expediting  and  facilitating 
a  prompt  response  by  these  busy  agencies  to  the  debtor's  needs.  The  Chapter  XIII 
case  worker  then  follows  up  on  such  referrals  to  asssure  that  the  debtor  does, 
receive  the  attention  and  assistance  of  the  agency  to  which  his  problem  has  been 
referred.  The  referral  program  has  brought  to  light  the  fact  that  a  number  of 


i^o  An  interim  survey  of  the  ^02  Chapter  XIII  plans  confirmed  since  the  new  rehabilita- 
tion prog-ram  went  into  effect  reveals  that  apprnxiamtely  28%  [110  cases]  were  proposed 
initially  by  the  debtors  as  compositions,  with  the  remaininar  292  cases  having  been  Hied 
as  extension  plans.  This  compares  to  the  evidence  gleaned  from  a  similar  survey  of  cases 
filed  prior  to  the  institution  of  the  new  program,  of  which  less  than  4%  [9  cases]  were 
proposed  as  compositions  and  224  cases  were  extension  proposals.  Moreover,  of  the  362 
extension  proposals  filed  under  the  new  program,  approximately  20%  [74  cases]  were 
refused  confirmation  altogether,  because  unfeasible  as  either  extensions  or  composit'ons. 
Another  30%  [103  cases]  were  confirmed  as  compositions,  leaving  only  185  cases  which 
were  filed  and  confirmed  as  extensions.  Of  the  latter  group  of  cases,  52  were  dismissed 
outright  and  22  resulted  in  consents  to  adjudication  in  bani<rnptc.v.  Among  the  114  plans 
initially  filed  as  compositions.  108  were  confirmed  as  proposed,  while  two  were  reduced 
by  amendment  and  then  confirmed  as  compositions.  Four  cases  v.ere  filed  as  compositions, 
but  confirmed  as  extensions. 

Among  plans  filed  before  the  new  program  'became  effective,  there  was  but  one  extension 
proposal  which  was  refused  confirmation-  as  unfeasible,  by  reason  of  the  fact  that  the  court 
has  no  standard,  except  the  representations  of  the  debtor,  bv  which  to  gauge  the  debtor's 
ability  to  pay. 

M'  Id. 

I"''  Id. 

^^  Id. 

^°  See,  e.g..  Statement  of  Judge  Edward  Weinfeld,   S.J.   Res.   100  Rep.,  at  64. 


96 

debtors  at  this  eronoiiiic  level  are  not  aware  of  the  variety  of  tonimnnity  services 
jivaihible  to  help  them  better  theuiselves  and  their  families.  The  case  worker 
serves  as  a  clearing  house  for  the  diagnosis  and  referral  of  a  broad  spectrum  of 
problems  so  often  besetting  these  debtors  and  their  families. 

COUNSELING   UNDER    S.    2:;r, 

Despite  the  importance  and  possible  controversy  surrounding  the  recommenda- 
tion that  counseling  be  provided  in  consumer  cases,  S.  236  gives  the  matter  scant 
attention  indeed.  The  lone  subsection  of  the  bill  which  deals  with  counseling 
is  Section  4-203 (a),  which  provides  : 

'  '  '  "(a)  Counscliriff.  If  the  petitioner  is  an  individual  with  regular  income  the 
administrator  shall  counsel  the  petitioner  as  to  the  relief  available  under 
Chapters  T,  VI,  and  YII." 
It  is  apparently  assumed  that  the  Administrator  woidd  devise  a  counseling  pro- 
gram in  an  elTort  to  reflect  the  thinking  of  the  Commission  as  set  forth  in  its 
Report.  Yet  the  natures  of  the  various  existing  counseling  programs  differ  so 
markedly  that  it  appears  to  us  to  be  an  appropriate  determination  for  the  Con- 
gress to  make  as  to  which,  if  any,  type  of  counseling  program  should  be  imple- 
mented.-''V Should  it  provide  legal  counseling,  credit  or  budget  counst^ling,  or  diag- 
nostic and  referral  counseling  V  Should  counseling  be  provided  by  the  Adminis- 
trator, by  the  trustee,  l)y  private  agencies  on  a  commission  or  fee  basis,  Ijy  credit 
groups  or  by  private  attorneys  selected  l)y  the  de))tors?  Should  'counseling'  in- 
clude assistance  in  the  preparation  of  bankruptcy  schedules  and  petitions : 
should  it  be  available  only  to  debtors  with  regular  income  who  are  willing  to 
file  a  composition  or  extension  wage  earner  plan  or  to  bankrupts  as  well?  Should 
it  be  voluntary  or  compulsory?  All  of  these  and  other  important  issues  should  not 
be  left  for  decision  by  the  Administrator,  a  presidential  appointee  who  will 
change  with  each  change  of  administrations.  Congress  should  make  these  im- 
portant policy  determinations. 

Some  of  the  more  important  substantive  amendments  affecting  consumer  bank- 
ruptcy proceedings  will  now  be  discussed. 

EXEMPTIONS 

S.  230  establishes  uniform  federal  exemptions  which  will  supersede  the  exemp- 
tions presently  provided  by  state  laws.-"-  S.  235  prescribes  minimum  federal  ex- 
emptions and  would  permit  the  debtor  to  elect  between  the  federal  minimum 
and  the  applicable  state  exemption.""" 

S.  23(5  provides  for  a  homestead  exemption  of  $5,000  and  an  additional  $500 
for  each  dependent  of  the  debtor :  -"'  S.  235  establishes  a  minimum  federal  home- 
stead exemption  of  $6,000,  plus  an  additional  $600  per  dependent,  from  which 
would  be  subtracted  the  value  of  any  burial  plots  set  apart  to  the  debtor  as  ex- 
empt and  the  exempt  cash  surrender  value  of  life  insurance  policies.-"^  S.  236 
provides  a  separate  exemption  for  a  burial  plot  to  the  value  of  $2,500.-'*  Both 
bills  provide  for  an  exemption  of  cash,  securities  and  receivables,  including  un- 
paid personal  earnings,  accrued  vacation  pay.  and  income  tax  refunds  to  the 
aggregate  value  of  $500.-"^  The  aggregate  exemption  for  other  personal  property, 
including  livestock,  wearing  apparel,  jewelry,  household  furnishings,  tools  of 
trade  or  profession,  and  motor  vehicles  under  S.  236  is  $1.000 ;  ""^  the  aggregate  of 
these  exemptions  under  S.  235  is  $3,000.'™  Both  bills  provide  that  any  unused 
portion  of  the  homestead  exemption  shall  be  added  to  the  amount  of  the  exemp- 
tion for  movable  personal  property.^" 

The  inclnsicm  in  S.  235  of  the  homestead  and  insurance  exemptions  as  part  of 
the  same  package  is  in  recognition  of  the  fact  that  a  bankrupt  with  a  homestead 


"'^^  fire    e  a..  T-eo,  The  Counseling  of  Dehtors  in  Bankruptcy  Proceedings,  45  Am.  Bankr. 
L.  J.  387  (1971). 
202  s.  230)  §  4-503. 
'-"•"  S.  235  §  4-503. 
2»'  S.  230  §  4-503  (b). 
e""S.  235  S  4-503 (b). 
="'<S.   236   §  4-503(0  (2). 

SO'  Id.  at  §  4-503(0  (:'.)  ;  S.  235  §  4-503(e)  (2). 
sflss.  236  S  4-503  (c)(1). 

209  s.  235  §  4-503 (e)(1). 

210  S.  236  §  4-503(b)  (2)  ;  S.  235,  §  4-503(d). 
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will  need  less  insurance  ijrotection  for  liis  family  than  a  bankrupt  who  rents 
slielter."^^  S.  28(i  provides  a  separate  $1,500  exemption  of  life  insurance  having  a 
cash  surrender  value  payable  to  (presumably  meaning  obtainable  by)  the 
debtor,-^-  and  also  exempts  identifiable  proceeds  or  benefits  from  a  matured 
insurance  policy  where  the  debtor  is  the  beneficiary  to  the  extent  that  the  proceeds 
are  reasonably  necessary  for  the  support  of  the  debtor  and  his  dependents,  but 
only  if  the  debtor  is  the  spouse  or  a  dependent  of  the  insured."^'' 

The  provisions  of  S.  236  with  respect  to  the  exemption  of  life  insurance  proceeds 
have  been  criticized  as  inconsistent,"^^  if  not  unworkalde.  For  example,  suppose 
a  debtor  who  is  the  family  breadwinner  has  life  insurance  policies  in  force  on 
himself  and  his  wife  as  the  respective  insureds.  He  is  the  beneficiary  of  the  policy 
on  the  wife,  who  died  immediately  prior  to  bankruptcy,  and  the  identifiable  pro- 
ceeds of  the  policy  are  in  the  debtor's  bank  account  on  the  date  of  bankruptcy. 
It  is  hard  to  see  why  the  cash  surrender  value  of  the  debtor's  policy  on  hin:iself 
is  exempt  only  to  the  extent  of  $1,-"00,  while  at  the  surae  time  the  entire  proceeds 
from  the  policy  on  his  deceased  \a  ife  are  exempt  to  the  extent  reasonably  neces- 
sary for  the  support  of  the  debtor  and  his  dejiendeuts."^^  This  might  lie  more 
palatable  if  limited  to  situations  where  tlie  decedent  was  the  breadwinner. 

The  provision  for  the  exemption  of  retirement  benefits  is  somewhat  more  re- 
strictive under  S.  235,  which  limits  the  exemption  to  retirement  rights  under 
qualified  pension,  annuity  or  similar  plans,"^"  while  S.  236  extends  the  exemption 
to  rights  under  profit  sharing  and  stock  bonus  plajis  as  well.-"^^  In  addition,  the 
.$25,()0()  ceiling  on  federal  exemptions  in  S.  235  could  operate  so  as  to  subject  to  the 
claims  of  creditors  some  portion  of  accrued  retirement  benefits.^^ 

S.  235  contains  a  provision  not  in  S.  23*^  to  the  effect  that  conversion  by  an 
individual  debtor  of  nonexempt  into  exempt  property  before  the  filing  of  a  peti- 
tion by  or  against  him  shall  not  be  gi'ounds  for  denying  a  claimed  exemption,  in 
the  absence  of  actual  fraud."" 

Both  bills  render  unenforceable  all  liut  purchase  money  security  interests  in 
wearing  apparel,  household  goods  and  health  aids,  and  likewise  render  unenforce- 
able against  exempt  property  of  all  kinds  a  lien  obtainable  by  legal  or  equitable 
])roceedings.-'" 

FIVE-YEAR   BAB   PERIOD 

Under  both  bills  the  six-year  bar  period  between  discharges  would  l)e  reduced 
to  five  years.-^  Roth  bills  also  contain  authorization  to  the  court  to  grant  a  dis- 
r-hai-ge  despite  the  five-year  bar  upon  a  finding  that  the  debtor's  inability  to  pay 
liis  debts  is  the  result  of  causes  not  reasonably  within  his  control  and  that  pay- 
ment of  debts  from  future  income  will  impose  an  undue  hardship  on  the  debtor 
and  his  dependents.""" 

DISOHAIJGE    AND    DISCIIARGEARILITY    OF    DEBTS 

Both  bills  eliminate  as  a  ground  for  objecting  to  the  discharge  of  a  debtor  the 
fact  that  he  may  have  obtained  money,  i^roperty  or  credit  for  a  business  by 
l)ublication  of  a  false  statement  in  writing  respecting  the  financial  condition  of 
himself  or  the  business  with  which  he  is  associated.""  S.  236  likewise  eliminates 
imblication  of  a  false  statement  in  writing  by  the  debtor  lesjiecting  bis  own 
financial  condition  as  a  ground  for  objecting  to  the  dischargeability  of  a  con- 
sumer debt."^  S.  235  retains  as  a  liasis  for  objecting  t<>  the  dischargeal)ility  of  any 
debt,  inclufling  a  consumer  debt,  the  publication  of  a  materially  false  financial 
statement    (as  opposed  to  a  materially  false  statement  in  v»riting),-'"  so  as  to 


-"  Riesenft^ld    (uiipulil'^lipr]    ^[pnlOIVlIll^^I1l    on    Exein|itiiin    Provisions    circiilated    among 
nif^mbfrstiin  of  Nntionnl  Bankrn|itcv  Confoivncp. ) 

=^^  rri.  at  s  4-r,n?,(c)(r,). 

^"  Xotp  211  supra. 

='■'5  Jd. 

2i«  S.  2^^  ?  4-nO?!(e)  (.tU 

fii  s.  2^c.  §  4-Jr,n?,(e)(fi). 

21'  S.  2?,n  §  4-.".03(a). 

-'i^/r/.  at  §  4-.->0?!(fh 

^"  S.  286  5  4-.^03(f )  :  S.  2."..-)  S  4-.50.3ni>. 

=21  S.  2.36  §  4-.505(a)  (7)  ;  S.  23«  §  4-50.3 (a)  (7). 

"-  Id. 

22«  i^.  2^6  S  4-.5n5(a)  ;  S.  2.35  §  4-505 (a). 

22^  .s.  2rP;e,  §  4^506 fa)  (2). 

22-' .S.  23.-)  §  4-506 (a)  (2). 
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Teqiiire  a  bona  fide  financial  statement  reasonably  relied  on  by  the  creditor."-* 
S.  235  also  limits  the  recovery  to  new  money  dhtained  by  the  extension  or  rene\Yal 
of  credit."" 

The  proiK)sal  contained  in  S.  236  to  eliminate  the  materially  false  financial 
statement  as  a  ba.si.s  upon  which  a  creditor  can  file  a  complaint  for  a  determina- 
tirm  that  its  claim  is  non-discharseable  is  not  in  accord  with  the  standards 
prevalent  in  the  credit  marketplace.  This  proposal  seems  to  be  another  outstand- 
ing example  of  the  Commission  retreat  from  tlie  commitment  of  as.<uring  ready 
access  to  a  fair  and  impartial  judicial  forum  for  consumer  credit  grantors  and 
borrowers  alike.  Under  the  guise  of  etiiciency  and  economy,  the  Commission 
attempts  to  .stereotype  consumer  insolvency  litigation  by  legislating  out  of  exist- 
ence various  substantive  lejial  riglits  jji-e.-^entiy  available. 

Tlie  stigma  of  bankruptcy,  which  sliould  1)0  minimized  for  honest  debtors,  will 
be  maximized  in.stead  by  reason  of  discordant  legal  standards  applicable  in 
bankruptcy  proceedings  as  compared  with  those  which  prevail  in  the  market- 
place. The  credit  marketplace  of  this  country  operates  to  determine  the  stigma 
which  attaches  to  various  conduct  by  credit  borrowers  and  grantors.  The  stigma 
cannot  be  rai.sed  and  lowered  merely  by  judicial  or  legislative  fiat,  but  it  is  mini- 
mized to  the  extent  that  the  bankruptcy  laws  refiect  and  are  supportive  of  tlie 
standards  of  the  marketplace.  The  Commission  proposal  runs  counter  to  the 
current  standards  of  tlie  marketplace  and  indeed,  to  a  sound  credit  structure, 
one  which  is  based  on  trust,  which  can  only  be  weakened  at  great  peril  to  the 
economy. 

IX    FOUMA   PAUPERIS   PETITIO^JS 

Indigent  debtors  would  be  authorized  to  file  in  forma  pauperis  petitions  in 
bankruptcy  under  both  S.  235  and  S.  230,  thereby  replacing  the  rule  in  U.S.  v. 
Kras.  400*  U.S.  434  (1973).  It  is  unthinkable  that  the  law  should  continue  to 
exclude  debtors  from  bankruptcy  relief  merely  because  they  are  too  destitute  to 
be  able  to  afford  the  tiling  fee. 

JURISDICTIOrS^    OF   EXEMPT    PKOPERTY 

Under  existing  law  the  bankruptcy  court  is  without  jurisdiction  of  exempt 
property,  except  for  tlie  limited  purpose  of  setting  it  apart  to  the  debtor.  The 
common  practice  of  creditors  taking  exempt  property  as  collateral  frequently 
results  in  the  secured  creditor  obtaining  a  post-i>ankruptcy  reaffirmation  of  its 
entire  del)t,  despite  the  fact  that  the  collateral  is  worth  but  a  small  fraction  of 
the  amount  of  the  debt. 

p.ede:.iption  of  collateral 

Both  bills  provide  for  the  valuation  of  collateral  and  for  redemption  of  that 
collateral  by  the  debtor  at  its  appraised  value  wherever  the  collateral  was  taken 
to  secure  a' dischargeable  debt.  The  authority  to  value  collateral  and  to  permit 
the  redemption  of  it  at  that  value,  in  combination  with  the  provision  extinguish- 
ing (rather  than  merely  barring  enforcement  of)  the  underlying  legal  obligation 
to  pay  a  dischargeable  debt  will  go  a  long  way  toward  assuring  debtors  of  mean- 
ingful discharge  relief. 

dischargeability  of  educational  loaxs 

As  presently  drawn,  both  bills  provide  that  delits  or  loans  for  post-secondary 
education  owed  to  a  nonprofit  educational  institution  or  to  a  nonprofit  or  charita- 
ble organisation,  or  made,  guaranteed  or  funded  by  the  United  States  or  a  state 
are  to  be  non-dischargeable  in  bankrupty  proceedings  commenced  within  five  years 
of  the  first  installment  date,  unless  the  court  finds  that  repayment  of  the  debt 
from  tlte  debtor's  future  income  would  impose  an  undue  hardship.^""*  The  provision 
.seems  highly  (luestionable  in  light  of  recent  statistics  which  reflect  that  bank- 
ruptcy represents  no  threat  to  the  student  loan  program.-'" 

-"-"  Id. 
2-'- 1(1. 

=='  S.  2.'^.')  and  S.  2.^0  §  4~."07. 

--^  See  Lpo,  a  Critiral  Cninjxirison  of  the  Conunission  Bill  and  the  Judge's  Bill  f^r  the 
Amendment  of  the  DankrHptcv  Act,  49  Am..  Dankr.  L.  J.  1,  2(5  (1975). 
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CREDIT   SPLURGING 

In  recognition  of  the  fact  that  bankruptcy  relief  is  to  be  available  to  honest 
debtors  and  that  dishonest  debtors  who  are  allowed  to  abuse  the  bankruptcy  laws 
jirovoke  widespread  public  disrespect  for  the  entii-e  system,  both  bills  would 
render  non-dischargeable  any  debt  incurred  within  ninety  days  prior  to  bank- 
ruptcy where  the  debtor,  at  the  time  the  debt  was  incurred,  had  no  intention  to 
repay  it  and  was  contemplating  bankruptcy. 

WAGE   EARNER   PLANS 

The  principal  alterations  in  Chapter  VI  (now  Chapter  XIII)  plans  relate  to 
!he  provisicm  of  counseling  for  debtors  with  regular  income  as  to  the  availability 
of  such  relief;  the  elimination  of  contirmation  of  a  composition  plan  as  a  bar 
to  discharge:  the  elimination  of  the  requirement  of  creditor  acceptances:  the 
authorization  to  include  debts  secured  l)y  real  estate  in  a  plan  ;  the  elimination 
of  any  requirement  that  secured  creditors  accept  a  plan  which  deals  with  their 
claims,  subject  to  a  determination  by  the  court  that  the  secured  creditor's 
collateral  isadequately  protected  :  the  stay  of  collection  efforts  against  co-obli.gors 
of  the  debtor  during  the  pendency  of  the  plan ;  and  the  adoption  of  the  'Seattle 
Plan,'  so-called,  whereby  the  costs  of  administering  the  plan  are  borne  by  creditors 
by  means  of  a  commensurate  reduction  of  their  pro  rata  dividends. 

"  There  are  significant  differences  between  S.  235  and  S.  236  in  connection  with 
the  administration  of  Chapter  VI  plans,  primarily  in  the  respect  that  S.  236 
would  install  the  Administrator  as  both  the  administrative  and  judicial  func- 
tionary in  such  cases,  whereas  S.  235  would  continue  to  permit  debtor  and 
creditor  access  to  the  bankruptcy  court  for  the  resolution  of  all  disputed  matters 
and  for  confirmation  of  plans  and  the  like.  In  addition,  S.  235  provides  for  the 
appointment  by  the  Director  of  standing  Chapter  VI  trustees  to  administer 
these  plans. 

INVOLUNTARY    PROCEEDINGS 

It  is  a  recognized  fact  that  too  many  business  entities  delay  or  frustrate 
indefinitely  all  efforts  at  bringing  their  financial  problems  under  the  supervision 
and  protection  of  the  federal  bankruptcy  courts  for  early  diagnosis  and  correction 
of  their  financial  difiicuUies.  thereby  frittering  away,  honestly  or  otherwise, 
whatever  remains  of  the  •going-concern'  value  and  the  rehabilifation  prospects 
of  the  business  and  leaving  wasteful  liquidation  as  the  only  eventual  alternative. 
It  is  in  that  light  that  l)oth  S.  235  and  S.  236  propose  to  eliminate  the  inevitably 
burdensome  requirements  that  an  'act  of  bankruptcy'  be  proved,  that  several 
creditors  join  in  the  petition,  that  creditors'  claims  be  'provable'  and  liquidated, 
and  that  insolvency  'in  the  bankruptcy  sense'  be  established.  These  legal  con- 
siderations are  essentially  irrelevant  to  the  fundamental  problem  of  the  need 
for  earlier  intervention  in  the  management  of  the  debtor's  business  and  the 
protection  of  its  assets  from  dissipation  by  the  debtor  or  by  means  of  self-help 
creditor  collection  efforts.  So  long  as  the  survival  and  rehabilitation  of  the 
debtor's  business  as  a  going-concern  and  the  fair  and  equitable  treatment  of 
creditors  remain  paramount  objectives  under  American  bankruptcy  law,  early 
intervention  on  the  part  of  the  court  at  the  instance  of  creditors,  as  well  as 
at  the  invitation  of  the  debtor,  should  not  be  prevented  by  irrelevant  statutory 
requirements  which  serve,  not  to  protect  the  debtor's  business,  but  merely  to 
defer  its  effective  protection  from  whatever  economic,  legal  or  management 
deficiencies  are  responsible  for  its  perilous  plight. 

Since  insolvency  has  always  been  regarded  as  a  central  theme  of  American 
liankruptcy  jurisprudence,  one  of  the  more  significant  amendments  proposed  by 
the  Commission  on  the  Bankruptcy  Laws  of  the  United  States  is  the  authori- 
zation of  involuntary  arrangement  and  reorganization  proceedings  against  a 
debtor  engaged  in  business  on  the  filing  of  a  petition  by  the  holder  of  a  single 
claim  of  SIO.OOO  in  amount,  without  the  necessity  of  proving  either  insolvency 
'in  the  banlvruptcy  sense'  or  the  commission  of  an  'act  of  bankruptcy.'  Current 
American  law  does  not  permit  the  initiation  of  business  arrangement  proceedings 
(as  opposed  to  Chapter  X  business  reorganization  proceedings)  by  other  than 
voluntary  means.  Section  4-205 (b)  &  Cc)  of  S.  236  would  substitute  a  require- 
ment of  proof  that  "the  debtor  will  be  generally  unable  to  pay  his  current 
liabilities  as  they  become  due"  "'*'  or  that  the  debtor  "has  generally  failed  to  pay 


S.  2.30,  §  4-205  (c)(1). 
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his  debts  as  they  become  dne."  ^  in  lieu  of  the  present  requirements  of  proof 
of  insolvency  'in  the  bankruptcy  sense'  and  proof  of  the  commission  of  an  act  of 
banlvruptcy  on  the  part  of  the  delitor.  These  same  relaxed  sronnds  for  involuntary 
business  arrangement  proceediujis  would  suffice  to  enable  the  involuntary  adjudi- 
cation of  the  debtor  as  a  bankruptcy,  i.e.,  in  liquidation  proceedings,  although  the 
total  amount  of  claims  against  the  debtor  necessary  to  permit  the  filiiig  of  an 
involuntary  petition  would  be  only  $2500  in  li(}uidation  cases.-'^^ 

A  "wage  earner'  woukl  no  longer  lie  exempt  from  an  involuntary  adjudication 
in  liciuidation  bankruptcy  proceedings.'^'  although  no  'debtor  with  regndar  income' 
could  be  subjected  to  compulsory  extension  or  comix)sition  proceedings,  i.e.,  wage 
earner  plan  proceedings."^*  Cor]iorations  engaged  in  farming  would  no  longer  be 
immune  from  inviduntary  adjudication,  although  an  individual  more  than  half 
of  whose  income  was  derived  from  farming  would  remain  immune  from  involun- 
tary adjudication.-"^ 

One  creditor  holding  a  non-contingent  claim,  whether  or  not  liquidared  in 
amount,  would  be  able  to  initiate  involuntary  proceedings  provided  his  claim 
equalled  the  reipiisite  minimum  iimount.-'" 

The  spectre  of  a  single  relatively  small  creditor  l)eing  empowered  t<>  initiate 
involuntai'y  bankruptcy  proceedings  against  one  of  the  giants  of  American 
industry  is  likely  to  prompt  considerable  congressional  scrutiny  of  pi-oposed 
Section  4-205.  There  can  be  little  doubt  but  that  some  protection  should  l»e 
afforded  those  business  entities  whose  stock  is  traded  on  pul)lic  exchanges  from 
the  possible  widespread  panic  which  could  result  from  the  publicity  attendant 
upon  the  mere  tiling  of  an  involuntary  petition  against  such  a  de'otor,  even 
though  the  petition  may  not  have  been  well  founded  or  may  even  have  been  tiled 
to  obtain  bargaining  leverage  for  the  petitioning  creditor. 

S.  235  would  authorize  the  court  to  impound  involuntary  petitions  pending 
definitive  judicial  action  in  rhe  form  of  an  adjudication  or  the  dismissal  of  the 
petition,  tiiereby  obviating  the  tiireat  of  such  irreparable  injury  to  the  alleged 
bankrupt  as  might  result  from  the  filing  of  an  unfounded  or  vexatious  creditors' 
petition  in  involuntary  proceedings.-'"  S.  2o5  would  also  limit  involuntary  pro- 
ceedings to  those  cases  in  which  the  "debtor  /h/.s  ijcitcrdlli/  failed  to  pay  his  dei)ts 
as  they  come  due."  S.  235  would  nf>t  permit  an  involuntary  adjudication  on  the 
basis  of  proof  that  the  "debtor  will  be  generally  unable  to  pay."  -'" 

PuiCFEnENCES 

A  preference  under  present  law  is  a  transfer  of  the  debtor's  prf>perty.  within 
four  months  of  bankruptcy  and  while  insolvent,  which  enables  the  transferee  to 
receive  a  greater  percentage  of  his  antecedent  debt  than  other  creditors  of  the 
same  class.'™'  The  vast  majority  of  preferential  traji.sfers  are  never  recovered 
by  the  trustee  in  bankruptcy  under  present  law,  because  of  the  added  recjuire- 
ment  that  the  trustee  must  prove  that  the  transferee  had  "i-easonable  cause 
to  believe  that  the  debtor  was  insolvent"  at  the  time  the  transfer  was  made.-'" 

The  (Nnnmission  on  the  Bankruptcy  Laws  of  the  T'nited  States  has  rei-om- 
mended  for  the  future  a  significantly  different  approach  to  the  problem  nf  pref- 
erential transfers.  It  would  provide  that  all  but  certain  minor  tran.sfers  of  an 
insolvent  debtor's  property  made  within  three  months  of  bankruptcy  on  account 
of  an  antecedent  debt  be  made  voidable  by  the  trustee.""  lOven  transfers  of  ( ,vvini>t 
l>r(>l)<-rt>/  by  the  debtor  would  be  recoverable  as  preferential  transfers  by  the 


-™  Id.  at  4-20.") (c)  (2). 

-■'2  Id.  at  §  4-2015 (a). 

-■''^  I'nder  tlie  pivsent  Act.  a  "wage  oarnor,'  for  i)nriiosos  of  the  application  of  P.aiilvrnpr<'.v 
Act  §  4b.  is  "an  individual  who  worlvs  for  waires.  salary,  or  hire,  at  a  rate  of  compensation 
not  exceedins  .fl.odO  per  year."  Banl^ruptcy  Act   §  1(32),  11  U.S.C.   §  1(:;2». 

2'*  An  'individnal  with  regular  Income'  Is  defined  as  one  "whose  principal  resnlar 
income  is  derived  from  wages,  salary,  commissions,  retirement  benefits,  welfare  payments, 
or  any  oilier  similar  source  with  sufficient  regularity  and  stability  that  periodical  payment 
of  a  fixed  amount  to  his  creditors  pursuant  to  a  plan  under  Chapter  VI  is  feasible.  '  S.  2^0 
§  1-102(28). 

-'"•''■  Chapter  VI  of  the  proposed  Bankruptcy  Act  of  197,3  is  devoted  to  plans  for  debtors 
with  regular  income,  which  is  the  Commission's  proposed  counterpart  of  present  Chapter 
XIII  wage  earners'  plans. 

=36  S.  2.'?<5  §  4-204. 

-'■•'" /<7.  at  §  4-205 (a)  &  (b). 

2"«S.  235  §  4-208(2). 

a'»  Hanl<ruptcy  Act  §  602(1),  U  U.S.C.  §  Ofiad). 

'"  Id.  §  (50b,  11  U.S.C.  §96b. 
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trustee,  unlike  under  present  hiw."^-  The  Comnussion  would  extend  the  period  of 
jeopardy  within  wliidi  suspect  preferential  transfers  to  a  member  of  the  debtor's 
inmiediate  fatiiily  or  to  specified  close  business  associates  would  be  recoverable 
by  the  trustee  to  one  year  prior  to  bankruptcy,  provided  the  trustee  can  prove 
that  the  transferee  had  reasonable  cause  to  believe  that  the  debtor  was  insol- 
vent."" Furthermore,  tliroughout  the  three-month  jeopardy  period  recommended 
by  the  (Commission,  the  debtor  would  be  presumed  insolvent  at  the  time  of  the 
transfer,  alleviating  for  the  trustee  in  bankruptcy  the  burden  of  proving 
insolvency."" 

The  resultant  legislative  product,  if  adopted,  particularly  with  reference  to 
'three-month"  preferences,  would  represent  another  important  departure  from 
present  bankruptcy  law,  whose  impact  in  the  broader  field  of  commercial  law 
would  be  marked*  indeed.  The  Bankruptcy  Act  standards  governing  voidable 
])references  in  particular  and  voidable  transfers  in  general  inevitably  serve  as 
important  yardsticks  for  the  architects  of  commercial  conveyances  generally, 
because  of  the  ever  present  possibility,  however  remote,  that  the  transferor  may 
be  adjudicated  a  bankrupt  prior  to  the  expiration  of  the  statutory  period  during 
whi<'h  the  transfer  is  vulnerable  to  avoidance. 

The  Commission  appropriately  observes  that  the  present  preference  provisions 
of  the  Bankruptcy  Act  are  hopelessly  dated,  primarily  due  to  the  enactment  of 
the  Uniform  Commercial  Code  in  all  but  one  of  the  fifty  states.  The  Commission 
justifiably  seeks  to  update  the  Bankruptcy  Act  in  this  respect  which  leaves  only 
the  question  as  to  how  successfully  that  task  has  been  accomplished. 

Tlie  proposal  to  eliminate  the  requirement  of  proof  by  the  trustee  that  the 
recipients  of  a  "three-month"  preference  had  reasonable  cause  to  l)elieve  that  the 
transferor-debtor  was  insolvent  at  the  time  of  the  transfer  "*'"  certainly  appears  to 
be  a  sound  and  consistent  extension  of  the  rationale  of  tlie  law  of  preferences  and 
of  bankruiitcy  jurisprudence  generally. 

A  fundamental  goal  of  all  true  bankruptcy  law  is  to  provide  for  an  equitable 
distriliution  of  the  insolvent  debtor"s  assets  by  assuring  pro  rata  dividends  among 
all  creditors  of  the  same  class.  Palmer  Claij  Products  Co.  v.  Broivn,  297  U.S.  227 
(1036).  In  that  perspective  it  becomes  altogether  irrelevant  whether  the  trans- 
feree knew  or  ought  to  have  known  of  the  transferor"s  insolvency  when  the  trans- 
fer occurred.  Instead,  what  does  matter  is  whether  the  transferee  will  be  enalded 
as  a  result  of  the  transfer  to  receive  a  larger  portion  of  his  debt  than  other  cred- 
itors of  the  same  class.  If  so,  the  bankruptcy  law  should  permit  the  setting  aside 
of  that  transfer  in  furtherance  of  the  principle  of  equality  of  distribution,  re- 
gardless of  the  intent  of  the  transferor  or  scienter  on  the  part  of  the  transferee. 

It  is  no  simple  task  to  balance  the  important  economic  interests  involved  in 


2'=S.  236  S  4-(507(a)  (1). 

The  Commissiiin  would  not  permit  the  avoidanee  of  preferential  transfers  of  an  asjrre- 
sate  value  of  less  than  ipi.OOO,  except  where  the  transferee  is  a  family  member  or  business 
associate.   Id.    S  4-607  (b  )  (1 ). 

The  Commission  justification  of  the  latter  proposal,  uoon  closer  consideration,  appears 
frat-'ile. 

"Clause   (1)    of  subdivision   (b)   is  new.  Its  primary  purpose  is  to  eliminate  litigation 
to  recover  property  where  the  actual  return   to  creditors  is  nominal  after  deduction 
of  the  cost  of  recovery.  A  secondary  purpose  is  to  soften  the  impact  of  other  changres. 
including   the  elimination   of   the   requireuient   that   a   creditor  had   reasonable  cause 
to  believe  the  debtor  to  be  insolvent."  H.  Doc.  9.3-1.37,  Part  II,  93rd  Cong.,  1st  Sess. 
(September  1973),  at  170.  n.  11. 
First,    the   bhuilvet   exemption   of   transfers   valued    at   .fil.OOO   is   unrelated    to   the   cost   of 
setting  aside  any  given  transfer,  which  may  require  no  more  than  a  mere  demand  therefor. 
Secondly,    the   cost    of   recovering   a    .1^1,200   nreference   may   be   no   less    than    that    of  pne- 
covering  a   .SI. 000  transfer.  These  considerations  seem  best  left,  as  at  present,  to  the  dis- 
cretion 01  the  trustee  on  the  basis  of  the  circumstances  of  each  case.  Finally,  the  "trade- 
off"  sug.irested  here,  whereby  the  Commission  sought  to  "soften  the  impact"  of  its  other 
proposal    on   this    subject,    and    particularly    its    recommended   elimination    of   the   require- 
ment  that   the   trustee   prove   thnt   the   creditor   had   reasonable  cause   to   believe  that  the 
debtor  was  insolvent,  seems  unli!;ely  to  assuage  the  anxiety  of  the  credit  community  that 
a    trustee  in   banlvruntcy  be  empowered   to  recover  any  preferential  transfer  made  within 
tli)(e   months    (another   concession   to   soften   the  impact   of   other  proposed  changes.   Id. 
at  n.  10)  of  bankruptcy,  .a  period  of  jeopardy  which  is  always  more  significant  in  prospect 
than  in   retrospect.    Of  course,   the  'political'   recommendations  advanced  by  the  Commi.<i- 
sion  are  not  likely   to  be  accorded  special  weight  b.v  the  Congress,  which"  no  doubt  will 
hear  from  a  much  broader  spectrum  of  the  law  and  business  communities  in  its  delibera- 
tions on  such  proposals. 

-'«  Td.    at   n.    9.    f'ee  also    S.    236    §  4-503.    See  generally.  3   COLLIER,   BANKRUPTCY 
IfH  60.13  &  60.25  (14th  ed.  1964),  at  819  &  879. 
-"  S.  236  §  4.607(a)  (2  I. 
2*»/r7.  at  §  4.607(f). 
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preserving  the  principle  of  creditor  equality  in  liankruptcy  proceedings,  while 
minimizing  the  disruptive  impact  of  such  legislation  on  the  vital  economic  con- 
cerns oi'  the  marketplace.  Historically,  four  months  lias  been  the  accepted  period 
of  jeopardy  for  the  setting  aside  of  voidable  preferences.  The  National  Con- 
ference of  Bankruptcy  Judges  lias  concluded  that  no  good  reason  exists  to  sup- 
jiort  the  abandonment  of  the  traditional  four-month  period  and  therefore  has 
recojnmended  its  retention.'^" 

There  would  seem  to  be  sound  reason  supporting  the  adoption  of  the  proposals 
that  the  jeopardy  iX'riod  be  extended  to  a  point  one  year  in  advance  of  the  date 
<»f  the  hling  of  the  petition  in  bankruptcy,  v.'here  an  "insider,"  such  as  a  family 
member  or  a  business  associate  of  the  debtor,  is  the  transferee,  particuhuiy  in 
view  of  the  recommendation  that  proof  of  scienter  on  the  part  of  the  "insider'- 
transferee  should  continue  to  be  required.  '"Insiders"  are  the  most  popular  objects 
of  the  failing  debtor's  generosity  in  the  latter  stages  of  his  financial  demise  and 
lliey  are  almost  invariably  those  with  the  greatest  advantage  in  ternis  of 
knowledge  and  access. 

Setoff  of  Mutual  Debts 

It  is  readily  conceivable  that  the  most  controversial  of  all  of  the  substantive 
recommendations  advanced  by  the  Commission  on  the  Bankruptcy  Laws  of  the 
United  States,  at  least  in  the  eyes  of  the  nation's  bankers,  may  be  that  contained 
in  Section  5-201  of  the  proposed  Bankruptcy  Act  of  1973.  which  represents  a  sulj- 
stantial  revision  of  present  Bankruptcy  Act  §  68,  dealing  with  the  right  of  a 
creditor  who  is  also  indebted  to  the  bankrupt  to  set  one  debt  olf  against  another 
rather  than  being  compelled  to  contribute  to  the  common  pool  of  assets  the  full 
amount  owed  to  the  bankrupt,  wliile  being  limited  to  the  filing  of  a  proof  of  claim 
(and  the  usual  small  percentage  dividend)  for  recovery-  of  the  amount  owed  him 
by  the  bankrupt. 

Tlie  prima r3'  respect  in  which  proposed  Section  5-201  would  differ  from  present 
law  and  its  most  controversial  aspect  is  the  proposal  to  coordinate  its  setoff 
provisio)is  with  the  three-month  preference  rule  under  Section  4-607,  without 
regard  to  the  intent  of  the  creditor.  Section  5-201  (a)  (2)  wt>uld  preclude 
absolutely  any  right  of  setoff  where  the  creditor  asserting  the  right  of  setoff 
ac(iuirtd  its  claim  against  the  bankrupt  within  three  months  of  the  date  of  the 
bankruptcy  petition,  regardless  of  the  creditor's  intent.  Present  Bankruptcy  Act 
f  OSb.  prohibits  setoff  in  such  circumstances,  but  only  where  the  creditor  pur- 
chasing or  otherwise  acquiring  the  claim  for  setoff  within  the  four-month  period 
did  so  for  the  purpose  of  achieving  a  right  of  setoff  and  \^'ith  knowledge  of  the 
bankru]jt's  insolvency  or  of  the  commission  by  him  of  an  act  of  bankruptcy."" 

S.  235  and  S.  236  would  also  place  upon  the  creditor  asserting  a  right  of  setoff 
on  the  basis  of  a  claim  transferred  within  three  montlis  of  bankruptcy  the  burden 
of  proA'ing  solvency  on  the  part  of  the  bankrupt  at  the  time  the  claim  was  ac- 
quired. The  intent  or  state  of  mind  of  the  creditor  ac(iuiring  a  claim  for  setoff 
witliin  the  proscribed  period  would  become  irrelevant,  as  would  be  the  case 
respecting  voidable  preferences  under  proposed  Section  4-607. 

The  "net  result"  rule  would  be  enforced  as  a  further  limitation  upon  the  right 
of  setoff.  The  "net  result"  rule  would  prohibit  any  setoff'  to  the  extent  that  the 
creditor's  claim  remaining  unpaid  at  the  date  of  bankruptcy  (after  giving  effect 
to  the  setoff  asserted)  v.ould  exceed  the  amount  owing  iiad  setoff  occurred  three 
months  prior  to  the  bankruptcy  petition. 

CONCLUSION 

It  should  come  as  no  surprise  to  encounter  the  commonplace  criticisms  tradi- 
tionally voiced  by  rote  about  all  bankruptcy  administration,"^-  that  its  costs  of 


2<«  S.  2.35  at  §  4.007(.T)  (1)  of  S.  235.  It  is  recognized,  however,  that  the  Conirross, 
acting  on  grounds  siitticient  for  its  purposes,  may  well  elect  to  depart  from  the  four- 
month  rule  in  favor  of  some  otiicr  oquallv  Hvbitrai'v  one. 

2"  Bankruptcy  Act  S  68b.  11  U.S.C.  §  108b. 

"^^  In  the  days  of  Napoleon,  under  the  French  Code  de  Commerce  of  1807,  the  source 
and  inspiration  for  the  commercial  codes  of  many  other  nations,  the  major  criticisms 
were  that  the  liquidation  process  was  too  slow  and  "too  expensive.  Honsberger,  Banlriiptcy 
in  France,  Can.  Bar.  Rev.  59,  01-62  (March  1974). 
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administration  are  too  high,-*"  that  administration  is  too  slow  "^  and  that  a  phan- 
tom 'bankruptcy  ring'  monopolizes  a  lucrative  practice  in  banlcruptcy  law.^^  What 
is  astonishing  is  the  fact  that  none  of  these  allegations  has  been  or  can  be  sub- 
slautiated.  uothwithstanding  tlie  expenditure  of  hundreds  of  thousands  of  dollars 
in  connection  with  attempts  to  do  so.  In  proceedings  which  by  their  very  defini- 
tion are  painful  and  humiliating  for  some  and  economically  calamitous  for 
others,  it  is  to  be  expected  that  attorneys  and  others  (accountants,  appraisei-s  and 
auctioneers)  whose  professional  services  must  be  compensated  out  of  the  invaria- 
bly inadequate  residue  of  assets  recoverable  in  the  proceedings  are  prominent 
targets  for  accusations  that  they  are  profiteering  parasitically  from  the  salvage. 

Bankruptcy  judges  are  never  allov/ed  to  forget,  and  others  should  not  either, 
that  insolvency  is  'bad  news.'  Its  onset  often  oppresses,  demoralizes,  injures  and 
even  paralyzes  Its  victims,  while  it  may  disappoint,  damage  and  annoy  those 
whom  it  touches  less  sevei-ely.  It  v^ould  be  naive  to  exi>ect  popular  acclaim  for  a 
system  so  immersed  in  the  unpleasant  and  frequently  hopeless  task  of  attempting 
to  put  to  rest  an  economic  entity,  Jiuman  or  corporate,  which  has  ceased  to 
function  due  to  an  overburden  of  unmanageable  indebtedness. 

The  truly  remarkable  fact  is  that  the  essential  integrity  of  the  court  which 
is  charged  with  that  unpopular  responsibility,  despite  minimal  public  support,  an 
antiquated  statute,  and  a  ''Rube  Goldberg"  judicial  apparatus,  all  of  which  are 
beyond  the  power  of  bankruptcy  judges  alone  to  aifect,  has  been  preserved  so 
distinctively  intact  that  the  entire  American  bankruptcy  system  has  functioned 
for  decades  without  scandal  or  appreciable  public  criticism.  Although  we  are  not 
here  as  apologists  for  ourselves  or  our  colleagues,  it  needs  to  be"  said  that  in 
jurisdiction  after  jurisdiction  throughout  this  country  it  is  the  public  and  profes- 
sional esteem  in  which  individual  bankruptcy  judges  are  held  which  has  calmed 
the  anxieties,  buttressed  the  confidence  and  assuaged  the  sensitivities  threatened 
by  that  inherently  disputatious  and  disappointing  process  which  is  bankruptcy. 

Although  these  remarks  are  not  made  to  intimate  that  every  reasonable  effort 
should  not  be  extended  to  render  bankruptcy  administration  more  efficient,  less 
costly  and  more  expeditious,  which  can  and  should  be  done,  care  must  be  exercised 
in  order  that  these  goals  not  be  achieved  at  the  expense  of  the  effectiveness  of  the 
insolvency  system.  It  is  clear  that  such  worthwhile  endeavors  as  the  elimination 
of  unnecessary  paper  work  and  administrative  detail  and  the  application  of  ad- 
vanced management  techniques"^-  are  part  and  parcel  of  the  provisions  of  both 
S.  235  and  S.  236. 

It  is  obvious  that  increased  operational  efllciencies  can  be  realized  by  assigning 
all  so-called  "administrative"  chores  in  consumer  cases  and  practically  all 
judicial,  i.e.  "adversary,"  responsibilities  as  well  to  the  essentially  impersonal, 
undifferentiating  and  dehumanizing  procedures  of  an  independent  executive 
agency,  as  the  Commission  would  do.  The  greatest  cost  attendant  upon  the  adop- 
tion of  the  Commission  recommendation  would  he  the  creation  of  an  insolvency 
process  stripped  of  its  social  and  economic  relevance  and  of  its  capacity  to  im- 
provise and  implement  appropriate  remedies  in  the  light  and  context  of  individual 
circumstances. 

The  best  efforts  of  the  National  Conference  of  Bankruptcy  Judges  have  been 
aimed  at  the  pursuit  of  increased  operational  efficiency  to  the  point  that  it 
portends  no  significant  incursion  upon  the  effectiveness  and  relevancy  of  the 
liquidation  and  rehabilitation  process.  We  believe  that  S.  235  has  achieved  that 
goal,  while  S.  236  has  overshot  the  mark. 


2'»7?7(f  see  Stanley  &  Girtli,  at  100 — "Are  bankruptcy  costs  too  high?  The  question 
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be+ween  "Probably  yes"  and  "It  all  deDends."  To  this  highly  articulate,  scientific  summa- 
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tors and  debtors  themselves  who  did  not  criticize  bankruptcy  costs  as  being  too  high. 
Stanley  &  Girth,  at  100.  .  .  ,  ^,,   .  -     .., 

^'^  But  i^ec  Comm.  Rep.  Part  T,  at  S6 — "The  backlog  of  cases  awaiting  trial  that  is  the 
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104 

Senator  Burdick.  Do  eitlier  of  you  other  g^entlemen  have  any  state- 
ment to  make  at  this  time. 

Judire  Drake.  No  statement  at  this  time.  Mr.  Chairman. 

Senator  Burdick.  Thank  you  very  much  for  a  very  excellent  state- 
ment. I  can  see  there  are  many  areas  of  agreement  between  the  judges' 
bill  and  the  commission's  bill. 

But  the  area  I  have  been  concerned  with  appears  to  be  the  area  that 
I  am  concerned  with  in  your  bill.  We  have  just  developed  that  the 
percentage  of  all  bankruptcies  which  are  consumer  bankruptcies  may 
be  down  in  the  1980's  from  their  present  00  percent. 

Now  can  j'ou  just  give  me  your  horseback  guess  of  how  many  of 
those  consumer  bankruptcies  are  absolutely  no-asset  bankruptcies? 

Judge  Cyr.  Under  present  law,  ]Mi-.  Chairman,  it  is  in  the  neigh- 
borhood of  SO  percent,  I  believe,  of  all  straight  bankruptcy  cases 
which  are  no-asset  cases. 

Then  there  is  a  category,  I  believe,  of  I'oughly.  well  when  I  say  no 
asset,  I  include  nominal  asset  cases,  those  are  cases  in  which  there  is 
something  to  pay  the  fee  of  the  trustee  that  did  the  work  but  noth- 
ing to  pay  the  creditors. 

Senator  BtRnicK.  That  is  my  point.  "When  you  have  little  oi-  no 
assets,  why  do  you  insist  upon  a  trustee,  why  do  you  insist  upon 
lawyers. 

Judge  Cyr.  Well,  Mr.  Chairman,  the  reason,  of  course,  that  a  trustee 
is  necessary  under  present  law,  is  that  it  is  not  possible  to  know  you 
have  a  no-nsset  case  until  someone  investigates. 

Senator  BuRmcK.  Well,  under  the  commission  bill,  let  us  just  take 
a  man  who  is  working  for  a  plant  and  he  is  hopolesvsly  insolvent.  He 
is  several  thousands  in  debt  and  has  only  a  few  hundred  dollars, 
and  he  has  probably  got  a  car  that  has  a  mortgage  on  it,  or  a  condi- 
tional sales  contract;  his  house  is  mortgaged;  he  has  not  got  anything. 
Wh}^  can  he  not  go  u])  to  a  clerk's  office  and  tell  them  what  he  has 
got,  and  if  no  creditor  makes  any  com])laint,  why  throw  him  through 
the  process  of  trusteeship  and  put  him  in  the  hands  of  lawyers?  Why? 
It  is  simple.  No  one  is  going  to  ^lot  anything  out  of  this  thing.  Why 
have  more  and  more  time  spent  on  it  ? 

Judge  Lee.  Senator,  I  assume  you  are  referring  to  the  part  of  our 
bill  wliei-e  we  provide  a  fee  of  $25  for  a  trustee  in  these  cases. 

Senator  Burdick.  That  is  right. 

Judge  Lee.  I  want  to  call  your  attention  to  the  fact  that  a  trustee 
will  be  appointed  by  the  director  from  the  outset  of  the  case  or  im- 
mediately upon  the  filing  of  the  case  as  distinguished  fi'om  the  pres- 
ent system  whereby  the  trustee  is  cither  a])pointed  or  elected  at  the 
first  meeting  of  creditors. 

The  trustee  under  the  present  system  does  not  come  into  existence 
Tuitil  the  hiatus  period  between  the  filing  and  the  first  meeting  of  the 
creditoi'S. 

LTnder  the  proposed  system  he  will  be  placed  in  office  by  the  director 
at  the  outset  of  the  filing  of  the  case.  We  contemplate  then  that  using 
the  discovery  provisions  of  tlie  act,  the  trustee  will  have  the  debtor 
come  to  the  office  and  examine  the  debtor  concerning  his  assets,  and  we 
think  that  there  are  several  important  functions  for  the  trustee  to 
perform  here. 
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I  will  give  you  a  couple  of  examples. 

The  debtor  has  purchased  a  mobile  home  which  he  has  financed  over 
a  period  of  6  years.  As  part  of  the  purchase  price  he  is  required  to 
borrow  at  the  same  time  insurance  covering  that  mobile  home  for  3 
years,  sometimes  6  years,  and  this  can  amount  to  a  premium  of  $1,000 
to  $1,200,  which  he  probably  does  not  laiow  about,  that  he  has  prepaid 
his  insurance  for  the  full  life  of  a  contract.  He  has  borrowed  the  money 
to  do  so.  That  money,  upon  cancellation  of  the  contract  or  repossession 
of  the  trailer,  would  actually  be  an  asset  of  the  debtor's  estate. 

That  is  an  example  of  money  available  in  what  might  appear  to  be 
a  no  asset  case. 

Another  example  is  the  truth  in  lending  violation  problem.  "We  have 
discovered  and  the  district  court  in  Columbus,  Ohio  has  recently  held 
that  damage  claims  for  violation  in  truth  of  lending  laws  pass  to  the 
trustee  in  bankruptcy. 

The  trustee  may  prosecute  these  claims  and  make  recovery  as  an 
asset  of  the  estate.  We  think  it  is  important  for  a  trustee  in  these  cases 
to  review  the  contracts  of  the  debtor  to  see  if  there  have  been  viola- 
tions of  truth  in  lending.  This  will  serve  to  keep  the  credit  world 
honest  in  extending  credit  to  debtors. 

We  think  this  is  a  way  to  serve  the  good  of  consumer  debtors,  by 
having  someone  who  can  assert  their  rights  for  violations  of  contracts 
of  this  character. 

Now,  after  this  examination,  the  trustee  will  set  aside  the  exemptions 
to  the  debtor,  and  he  will  abandon  and  disclaim  any  assets  which  are 
encumbered  in  excess  of  their  value.  When  a  case  comes  on  for  a  first 
meeting  of  creditors  before  the  court,  he  can  advise  the  court  as  to 
what  he  has  done ;  that  further  examination  of  the  debtor  is  not  re- 
quired insofar  as  he  is  concerned.  We  see  this  trustee  apparatus  as  a 
means  of  relieving  the  court  of  the  considerable  expenditure  of  judi- 
cial time  that  takes  place  at  the  first  meeting. 

At  the  first  meeting  we  can  then  concentrate  on  fixine;  the  rights 
of  the  debtor  with  respect  to  redemption  of  collateral.  For  example, 
if  he  wants  to  keep  the  car,  the  act  permits  the  court  to  fix  the 
amount  that  he  shall  pay  to  keep  it  and  the  terms  of  the  payment. 
Tliis  is  now  done  outside  the  bankruptcy  court  in  the  corridors,  and 
tlie  debtor  is  often  overreached.  We  think  that  the  system  we  envision 
will  relieve  the  bankruptcy  court  of  extended  first  meetings.  It  will 
permit  examination  of  the  bankrupt  to  take  place  outside  the  court 
in  the  offices,  or  under  the  auspices  of  the  trustee,  and  will  take  some 
of  the  burden  off  the  system  which  we  anticipate. 

If  you  have  300,000  cases,  as  some  have  projected,  and  only  a 
limited  number  of  judges,  that  was  the  idea  behind  it. 

Senator  Burdick.  Well,  you  described  the  procedure.  I  understand 
it  very  well.  But  the  point  is  we  have  just  been  told  that  80  percent 
of  these  people  have  relatively  nothing,  and  a  good  legal  secretary 
in  an  administrative  office  can  do  all  of  those  things.  I  mean,  there  is 
no  burden  upon  anybody. 

Now,  in  a  second  step  you  are  going  to  do,  you  are  going  to  turn 
this  fellow  over  to  a  lawyer,  and  he  has  no  assets,  for  $30  or  $40  an 
hour,  is  that  riglit  ? 
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Jud^e  Lee.  When  lie  comes  to  the  director's  office  to  have  his 
schedules  ]:)repared,  after  they  are  pi'epared  he  is  advised,  he  is  given 
a  list  of  attorneys  whom  he  may  consult  for  advice  as  to  whether  he 
needs  to  take  bankruptcy  in  the  lirst  instance.  When  he  goes  to  the 
director's  office,  we  anticipate  that  these  papers  will  be  prepared  at 
no  cost  to  him. 

In  our  bill,  there  is  a  distinction  here  between  our  bill  and  the  Com- 
mission's bill.  The  Conuuission''s  bill,  as  I  read  it,  permits  the  admin- 
istrator to  charge  for  this  service,  and  debtors  could  be  charged  a 
considerable  sum.  It  does  not  say.  It  is  left  to  the  discretion  of  the 
administrator. 

Senator  BurvDiCK.  I  think  you  are  wrong  about  that. 

Judge  Lee.  It  is  left  to  the  discretion.  Well,  in  this  section,  in 
chapter  III  of  their  bill  when  he  may  assess  charges,  as  I  read  it,  he 
is  permitted  to  assess  a  charge  for  this  purpose. 

Senator  Burdick.  Well,  this  committee  is  not  going  to  stand  for 
that  if  it  is  a  no  asset  case. 

Judge  Lee.  Well,  in  any  event,  we  propose  to  give  him  a  free  ride 
in  the  preparation  of  these  papers,  and  we  do  it  in  the  notion  that 
this  is  a  type  of  preventative  bankruptcy  approach,  because  when  we 
fill  out  these  schedules  for  him,  or  have  them  filled  out  by  the  director, 
when  he  goes  to  see  the  attorney,  the  attorney  has  before  him  what 
might  be  described  as  a  debt  profile  of  the  debtor  showing  who  he 
owes,  and  a  biographical  profile  showing  how  many  children  he  has 
and  his  family  situation,  and  also  a  budget  which  would  indicate 
whether  he  can  or  can  not  pay  his  debts. 

Looking  at  these  documents,  the  attorney  would  be  able  to  advise 
him  as  to  whether  he  needs  to  take  bankruptcy,  or  if  he  does  need  to 
take  bankruptcy,  what  is  the  appropriate  remedy  under  the  act. 

It  is  our  view,  as  Judge  Cyr  has  indicated,  that  this  can  be  done 
at  a  cost  of  approximately  $50.  If  we  are  giving  him  a  free  ride  on  the 
preparation  of  a  petition,  and  we  do  not  anticipate  any  increase  in 
the  filing  fee  over  the  present  system,  which  is  $50,  and  for  $50  the 
filing  fee,  $25  of  which  will  go  to  the  trustee,  $25  to  the  director,  the 
additional  cost  to  the  debtor  v.ill  be  the  approximatelj^  $50  attorney's 
fees  when  he  receives  the  consultation  service  advising  him  as  to 
whether  he  should  take  bankruptcy. 

An  example,  again,  a  debtor  may  owe  a  deficiency  judgment  for 
repossession  of  the  car.  Tliis  may  be  the  major  debt.  He  goes  to  the 
attorney  and  the  attorney  says,  well,  perhaps  we  can  call  this  creditor 
or  that  creditor's  lawyer  and  work  out  some  arrangement  where  it 
would  not  be  necessaiT  for  you  to  take  bankruptcy.  So  he  calls  up 
the  attorney  wlio  represents  the  creditor  m'Iio  has  financed  the  car, 
and  he  says  John  Doe  is  in  my  office  planning  to  file  for  bankruptcy. 
1  am  advising  him  to  take  bankruptcy  unless  you  will  agree  to  settle 
this  claim  for  a  couple  of  hundred  dollars.  If  you  will  agree  to  that, 
then  perhaps  lie  will  not  have  to  take  bankruptcy. 

So  we  envision  tliat  sort  of  interaction  and  the  service  that  an 
attorney  may  perform  in  cases  in  preventing  bankruptcies  under  this 
system  and  we  just  do  not  want  to  deny  the  debtor  the  opportunity 
of  avoiding  bankruptcy'  if  it  is  possible. 
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Senator  Burdick.  Is  it  not  possible  for  a  le^-al  secretary  in  the 
administrative  offices  to  make  that  telephone  call.  It  is  probably  the 
only  claim  they  have  ffot. 

Judire  Cyr.  Certainly,  Mr.  Chairman,  as  a  matter  of  getting  a  job 
accomplished,  there  is  no  question  that  legally  trained  personnel 
attached  to  the  Administrator's  office  could  indeed  perform  that.  If 
the  committee  feels  that  is  the  appropriate  way  to  proceed,  the  func- 
tion could  be  performed. 

I  think  the  thrust  of  our  view  is,  however,  that  there  are  functions 
to  be  performed,  and  liow,  for  instance,  do  we  really  tell  the  80  per- 
cent no  asset  from  the  20  percent  asset  unless  someone  looked  into 
secured  claims,  someone  looks  into  exemptions,  and  things  of  that  sort 
to  determine  whether  in  fact  they  are  entitled  to  exemptions,  whether 
in  fact  the  secured  debts  are  perfected,  as  against  a  trustee. 

Sentaor  Burdick.  Well,  of  course,  I  have  just  stated  that  any 
creditor  who  wants  the  estate  examined  should  have  that  right,  surely. 
But  wlien  no  one  makes  any  objection,  and  it  is  just  a  question  of  debt 
and  no  assets,  it  seems  to  me  this  is  a  useless  ring-around. 

Judge  Cyr.  Except,  sir,  that  neither  the  creditors,  the  other  creditors 
that  is,  nor  the  debtor  know  whether  ABC  Co.,  in  fact,  did  file  the 
financing  statement  to  perfect  the  security  interest  in  the  mobile  home. 
It  may  be  worth  $8,000  or  $10,000;  it  may  be  absolutely  free  and  clear 
of  liens.  But  the  creditors  do  not  go  and  determine  that  individually. 

Senator  Burdick.  Yes;  but  I  would  think  that,  as  I  say,  as  a  legal 
secretary,  it  is  one  of  the  first  questions  they  ask.  What  do  you  have  ? 
Well,  I  have  a  mobile  home  and  I  have  got  a  mortgage  against  it; 
I  have  got  a  car  that  is  financed  by  General  Motors  Acceptance  Corp. ; 
I  have  got  a  refrigerator;  I  have  got  a  conditional  sales  contract. 
These  are  just  questions  that  would  ordinarily  be  asked.  I  do  not  know- 
why  you  have  to  put  him  through  a  receivership  and  get  a  lawyer 
on  to)i  of  that  ? 

Judge  Cyr.  Certainly  j^ou  do  not,  Senator,  if 

Senator  Burdick.  I  mean  trusteeship. 

Judge  Cyr  [continuing].  If  that  secretary  is  going  to  perform  the 
function  of  checking  the  filing  office  to  determine  whether  the  financ- 
ing statement  is  filed  and  look  into  the  debtors  contracts  and  see  if 
he  did  anything  that  is  grounds  for  objection  to  discharge. 

Senator  Burdick.  Well,  as  I  understand  your  approach,  you  are 
going  to  have  the  trustee  appointed  in  every  case. 

Judge  Lee.  At  the  outset. 

Senator  Burdick.  Yes ;  that  is  the  difference.  I  do  not  think  a  trus- 
tee would  have  to  be  appointed  in  every  case.  When  some  of  these 
considerations  arise,  there  is  time  to  make  the  appointment  to  take 
care  of  these  things.  But  to  start  out  and  require  this  whole  procedure, 
it  seems  to  me,  is  unnecessary. 

Judge  Drake.  Well,  Senator,  if  I  may  say,  we  have  mentioned  the 
figure  80  percent.  I  think  the  reason  we  might  have  80  percent  so- 
called  no  asset  cases  today  is  that  in  many  jurisdictions  no  one  is 
eifectively  looking  at  these  cases  to  determine  what  assets  can  be 
uncovered  for  creditors.  It  is  our  belief  that  involvement  by  the  trus- 
tee at  the  outset,  looking  into  these  preference  questions,  perhaps 
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fraudulent  conveyance  questions,  might  very  well  bring  more  money 
into  the  estate  for  distribution  to  creditors. 

Senator  Burdick.  Well,  is  that  not  the  concern  of  the  creditor. 

Judge  Drake.  Well,  perhaps  it  is,  but  as  Judge  Cyr  just  men- 
tioned  

Senator  Bitrdick.  If  he  has  any  question,  why  of  course. 

Judge  Drake.  The  trustee  is  going  to  look  at  the  entire  file  and  all 
of  the  claims  filed,  and  as  to  this  particular  creditor  who  may  be 
guilty  of  having  received  a  preference,  the  other  creditors  just  are 
not  going  to  know  much  about  it;  but  the  trustee  will  know  and  will 
act.  to  bring  a  considerably  greater  amount  of  funds  into  the  estate 
for  distribution  to  creditors. 

Senator  Burdick.  The  staff  asked  a  very  pertinent  question,  gentle- 
men. You  are  paying  this  trustee  $25.  Just  how  much  time  is  he  going 
to  exert  for  $25  ? " 

Judge  Cyr.  Well,  presently,  Mr.  Chairman,  it  is  interesting  to  note 
that  he  does  substantially  all  of  these  things,  or  is  expected  to,  for  $10, 

Now,  what  we  could  expect  is  214  times  more  expenditure,  which 
is  pTol)ably  not  enough.  But  there  is  another  point  to  be  made  here. 
Mr.  Chairman,  and  that  is  the  question  of  who  bears  the  $25  cost,  if 
indeed  that  is  what  it  is.  We  certainly  have  no  objection,  if  as  vou 
suggest,  Mr.  Chairman,  this  should  be  a  function,  the  expense  of  which 
is  borne  by  the  Government.  But  I  suggest,  like  staff  indicates,  that 
while  there  may  not  be  a  great  expenditure  of  time  realized  for  a  $25 
fee,  there  will  be  no  time  expended,  if  there  is  no  fee. 

Now  someone  has  to  perform  these  services.  The  question  is  whether, 
it  seems  to  me,  it  is  more  effective,  more  economical  and  more  fair 
to  have  it  done  by  the  administrator's  staff  or  by  a  trustee.  Now  I 
personally,  Mr.  Chairman,  feel  as  long  as  the  functions  are  perfoi-med, 
it  does  not  trouble  me  in  the  slightest,  that  the  Government  should 
decide  that  it  wants  to  do  so.  There  is  one  policy  problem  involved : 
Do  you  want,  without  the  benefit  of  independent  legal  advice,  a  poor 
debtor  who  is  not  usually  very  well  educated — he  certainly  does  not 
understand  the  confusing  credit  problems  he  is  involved  in — to  go 
to  a  Govei'ument  agencv  and  be  able  to  get  forms  filled  out  and  go 
through  bankruptcy  without  any  independent  counsel  at  all. 

Now  if  that  is  the  position,  once  again,  that  is  the  committee's  pre- 
roffatiA'-e,  it  seems  to  me.  But  that  is  a  question,  should  Government 
ac:encies  bo  feeding  their  own  caseloads  without  some  stopgap  meas- 
ures so  that  at  least  we  can  be  assured  that  the  debtor  needed  to  go 
bankrupt  and  had  the  benefit  of  some  indepeiident  advice. 

Senator  Burdick.  Well,  your  question  then  assumes  that  he  must 
have  a  lawver  everv  time.  too. 

Judge  Ctr.  Only,  sir,  in  the  respect  that  we  believe  before  th(^ 
administrator  puts  the  man  into  bankru]>tcy.  he  should  consult  briefly 
with  his  lawyer,  his  own  lawyer  who  at  a  very  modest  fee  can  giA^e 
him  the  necessary  legal  advice  as  to  whether  he  should  or  should  not. 
The  man  is  simply  not  competent  and  qualified  to  make  that  decision 
by  himself. 

Judge  Drake.  And  neither  is  any  other  nonlawyer. 
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Senator  Bttrdick.  All  he  knows  is  he  has  not  got  any  money,  he  has 
got  debt,  he  has  got  garnishments  hanging  over  his  neck,  lie  knows 
that  much. 

Judge  Ctr.  I  quite  agree. 

Senator  Burdick.  He  does  not  need  a  lawyer  to  tell  him  he  is  in 
trouble. 

Judge  Ctr.  But  as  Judge  Lee  said  a  moment  ago.  tlie  question  of 
wliether  there  are  more  ready  and  avaihible  means  to  solve  those 
problems  is  one  that  has  to  be,  it  seems  to  me.  considered.  It  also  has 
to  be  considered  whether  the  debtor  might  not  be  eligible  for  a  dis- 
charge from  one  of  the  biggest  debts  that  is  plaguing  him.  He  may 
be  being  driven  to  this  point  by  garnishment  of  his  wages  due  to 
alimony  and  support  obligations  for  a  former  wife.  This  is  one  of 
the  most  common. 

Well  he  cannot  get  relief  in  bankruptcy  from  that,  and  he  may  not 
know  that. 

Senator  Burdick.  I  recognize  that,  but  I  am  saying  that  there  are 
a  great  bulk  of  these  cases  where  all  of  that  is  not  necessary.  There 
should  be  some  way  to  figure  out  when  he  docs  need  legal  advice. 

Judge  Ctr.  Certainly  I  think  it  fair  to  say,  Senator,  to  the  extent 
that  there  is  no  need  for  legal  services,  we  would  not  recommend  that 
they  be  availed  of  by  a  debtor. 

Senator  Burdick.  You  and  Judge  Cowan  know  that  I  have  been 
on  this  for  some  years. 

Judge  Ctr.  Yes,  sir. 

Senator  Burdick.  This  has  been  a  pet  project  of  mine  because  I 
could  see  that  the  creditors  were  not  gaining  a  thing  and  all  that  was 
happening  was  that  some  avaricious  lawyers,  without  naming  au}-- 
body,  were  having  a  pretty  good  deal. 

Judge  Ctr.  And  I  miglit  say,  Senator,  that  there  is  another  respect 
in  which  this  in({uiry  is  relcA'ant. 

The  Commission  would  allow  all  assets  in  cases  of  a  cash  value  of 
up  to  $1,000  to  be  exempt.  Now  as  soon  as  that,  if  it  is  the  will  of 
Congress  that  that  be  so,  the  cash  or  its  equivalent  of  up  to  $1,000 
would  be  exempt.  Then,  of  course,  you  will  considerably  diminish  the 
amount  of  potential  asset  recovery  for  distirbution  to  creditors.  But 
it  is  a  policy  decision,  whether  the  Congress  wishes  to  do  that  or  not. 
But  it  is  relevant  to  your  inquiry. 

Senator  Bctidick.  What  VN-ould  you  do.  Judge,  if  a  statement  was 
sent  in  by  a  lawyer,  instead  of  working  half  an  hour,  he  sent  you  a 
statement  at  5  hours,  $50  an  hour,  $250;  he  said  we  had  a  very"  com- 
plicated situation  here  involving  a  motor  home.  We  just  had  endless 
problems.  We  called  the  dealer,  we  called  the  local  bank,  and  we  just 
had  to  work  this  thing  out  for  5  hours.  What  would  you  do  about  a 
bill  like  that? 

Judge  Ctr.  How  much  was  the  bill  ? 

Senator  Btn?nicK.  Five  hours,  that  is  all.  I  spent  all  afternoon  on 
this  mobile  home  claim,  are  vou  going  to  allow  this  claim  or  not  ? 

Judge  Ctr.  $250  ? 

Senator  Burdick,  That's  right. 
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'  vJiiclge'€YR;  I  think.  Senator,  that  I  would  have  to  come  to  the  con- 
clusion that  barring-  other  information  that  is  not  posed  in  your  hypo- 
thetical, that  that  was  not  an  unrensonable  charge. 

Senator  Biirdick.  All  right.  And  it  may  have  been  a  5-minute  deal. 

Judge  Cyr.  Well,  I  mean,  sir,  again,  if  you  are  assuming  that  the 

lawyer  misrepresented  the  amount  of  time  he  actually  expended,  I 

certainly  would  feel  it  incumbent  upon  someone  to  look  into  wliether 

he 

Senator  Buedick.  "Well,  I  probably  should  not  be  so  hard  on  my 
profession. 

Judge  Cyr.  I  am  not  indicating  but  what  that  cannot  occur.  Senator. 
Obviously  it  can.  What  I  feel  is  if  he  performed  that  Avork  that  is  not 
an  unreasonable  rate  at  which  to  be  compensated. 

Senator  Burdick.  In  other  words,  when  you  say  half  an  hour,  $oO, 
$40,  $-'50,  you  are  just  hoping  that.  There  is  nothing  in  your  bill  tliat 
would  liinit  the  expenses  to  $;30,  $40,  $50,  is  there  ? 

Judge  Cyr.  No,  because  there  is  no  way  to  limit  the  amount  of  prob- 
lems that  might  be  confronted  in  any  given  case,  that  is  right,  sir. 

Senator  Burdick.  In  other  words,  this  is  resting  on  a  hope  that  the 
good  faith  of  the  lawyers  will  follow  through  on  a  nominal  fee. 

Judge  Cyr.  It  is  also  based  on  your  good  judgment.  Senator,  which 
I  confirm  that  most  of  these  cases  do  not  involve  substantial  legal 
problems,  and  that  therefore  the  amount  of  time  required  of  an  attor- 
ney is  very  limited,  and  this  is  also  the  experience  in  Maine,  a  half  hour 
to  an  hour,  enough  time  to  insure  that  some  competent  professional 
will  look  at  the  schedules,  look  at  the  debtor's  situation  and  say  yes, 
this  is  the  relief  for  3'ou. 

That  is  a  very,  it  seems  to  me,  a  very  critical  determination  to  be 
made.  I  do  not  believe  that  the  average  consumer  debtor  can  make 
that  wisely. 

Senator  Btjrdick.  Well,  this  is  one  of  the  things  we  will  have  to  re- 
solve between  the  two  bills,  but  your  feeling  is,  in  summary,  that  every- 
bankrupt,  regardless  of  whether  they  have  assets  or  no  assets,  should 
have  some  legal  advice  at  some  stage  in  these  proceedings. 

Judge  Cyi^  Our  bill  only  woidd  require  that  they  see  a  lawyer. 
Senator.  If  the  debtor  comes  to  the  administrator  or  the  director  for 
assistance  in  the  preparation  of  these  schedules,  if  a  debtor  wants  to 
come  in,  if  he  is  a  college  graduate;  and  wants  to  hll  these  forms  out 
for  himself  and  put  them  in  the  clerk's  office,  there  is  no  prohibition 
against  that.  He  may  appear  pi'o  se  as  the}^  novv^  do,  but  very  rarely 
does  that  occur.  It  is  not  very  often  that  a  man  is  confident  enough  of 
his  way  around  in  these  matters  that  he  does  so. 

Senator  Burdick.  Well,  under  the  Commission  bill,  it  is  some- 
one under  the  administrator's  office  that  fills  these  schedules  out  ,for 
him. 

Judge  Cyr.  That  is  right.  In  our  bill  they  would  also,  if  he  %vould 
request  it.  fill  the  schedules  out,  that  is. 

Judge  Lee.  Can  I  describe  for  you  the  three  situations  which  Ave 
envision?  We  envision  that  a  system  could  operate  just  as  it  now  does 
with  the  debtor  going  to  the  attorney  and  the  attorney  preparing  the 
petition  and  the  schedules,  and  filing  them  with  the  court  and  charg- 
ing for  it,  if  that  is  Avhat  the  debtor  desires.  Or,  the  attornev  mav  sav. 
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well,  the  first  thing  you  must  do  is  go  to  the  director's  office  and  get  the 
petition  schedules  prepared  by  them.  They  will  do  it  at  no  cost,  and 
once  that  is  done,  you  come  back  to  me  and  I  will  advise  you  on  3'our 
rights,  or  what  you  slioukl  do.  Those  arc  the  two  possibilities. 

The  third  possibility  is  that  he  is  a  w^alk-in  to  the  director's  office, 
he  just  walks  in  oil'  the  street,  and  it  is  in  that  latter  instance  where  he 
has  not  contacted  an  attorney  in  advance  that  after  filling  out  the 
petition  and  schedules,  the  director  or  the  employees  of  the  director 
would  give  him  a  list  of  attorneys,  and  mind  you,  in  order  to  get  on 
that  list,  the  attorneys  have  to  indicate  their  agreement  to  charge 
according  to  a  fee  schedule  fixed  by  the  director  or  they  will  not  be 
on  the  li^t  in  the  first  place.  And  on  that  list  there  can  he,  legal  aid 
societies  who  will  charge  nothing.  They  are  entitled  to  be  listed  on 
the  list. 

So  that  in  that  latter  instance,  he  will  go  to  an  attorney  for  advice 
as  to  whether  he  should  take  ))ankru})tcy. 

"We  thought  that  this  flexible  system  or  tliis  flexibility  takes  into 
account  many  situations.  For  example,  in  western  JNIontana  it  may  be 
more  feasible  for  him  to  go  to  tlie  attorney  in  a  small  town  and  have 
everything  done  by  that  attorney,  including  the  preparation  of  the 
])etition  schedules  rather  than  go  to  some  distant  place  to  get  them 
filled  out. 

We  left  it  open  in  that  I'espect  to  take  into  account  that  this  is  a 
very  large  country  and  that  these  services  will  not  necessarily  be  acces- 
sible, everywhere,  and  we  view  our  system  as  having  a  permissive 
flexibility  that  will  enable  it  to  adapt  to  many  circumstances  and  will 
not  be  bound  in  an  inflexible  stance  as  might  be  the  situation  imder 
the  Connnission  bill. 

Senator  Blrdick.  Well,  I  know  that  some  poor  devil  came  to  me 
like  that  and  I  said,  look,  do  not  sj)end  any  money  with  me,  go  over  to 
the  courthouse.  They  Avill  make  out  these  schedules.  All  you  are  going 
to  list  is  an  old  1917  Buick,  3011  have  got  a  mortgage  on  your  house, 
and  the  household  goods,  that  is  all  3'ou  have  got,  why  should  I  take 
your  money.  That  is  the  situation  I  would  like  taken  care  of. 

Xow.  on  the  other  20  percent  maybe  you  do  need  some  help.  We]l,  it 
is  a  difficult  problem.  I  can  see  your  point,  too. 

Judge  Drake,  this  is  for  you. 

Where  do  you  put  your  admiiiistrator  withiii  the  judiciary  ?  1  believe 
it  is  an  administrative  office  of  the  U.S.  courts;  is  it  not?' 

Judge  Drake.  Yes,  Mr.  Cliairnran. 

We  put  the  administrator  there  for  the  simple  reason  that  it  con- 
stitutes existing  administrati\'e  machinery  already  established. 

What  we  did  not  want  to  do  M-as  to  set  up  yet  another  bureaucracy 
in  the  executive  branch.  I  might  just  mention  to  you  in  that  regard  a 
concern  Senator  Herman  Talmadge  liad  in  addressing  the  National 
Conference  of  Bankruptcy  Judges  in  Atlanta  about  a  year  ago. 
Senaror  Talmadge  said  that  we  have  to  restrain  Avhat  seems  to  be  nn 
unrestrainable  impulse  to  create  a  iiew  agency  in  the  executive  branch 
every  time  the  opportunity  pr(^sents  itself,  jle  said  that  if  we  con- 
tinue to  do  that,  one  day  the  entii-e  Federal  Government  will  be  kno\^•n 
as  the  U.S.  bajikruptcy  administration. 
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But  ill  looking  at  this  matter  of  putting  the  administrator  in  the 
administrati\'e  ottice,  perhaps  the  statute  creating  the  administrative 
office  is  not  di'awn  to  accommo(h)te  these  new  duties  tliat  we  envision 
tliis  bankruptcy  director  or  administi-atoi-  to  have.  I  think  tlie  admin- 
istrative office  has  Ijeen  created  principally  to  handle  the  administra- 
tive duties  for  the  U.S.  district  courts  and  the  U.S.  circuit  courts,  and 
they  nuiy  ^vell  desire  not  to  have  any  tinkering  with  this  macliinery 
in  order' to  include  a  specialized  court  for  wliich  a  totally  ditl'eient 
approach  is  needed. 

And  also,  Mj-.  Uliairman.  we  are  frankly  concerned  about  policy- 
nuddng.  We  think  it  is  absolutely  imperative  that  judges  who  sit  in 
any  court  should  deteiinine  policy  affecting  that  court.  The  chairman 
is  "more  than  av.'ar(»  of  some  of  the  problems  we  bankruptcy  judges 
have  encountered  in  the  past,  and  our  continuing  effoi'ts  to  have  input 
into  bankruptcy  matters  considered  by  the  Judici;il  Conference  are 
still  going  unheeded. 

Your  comments  before  the  Senate  in  inti'oducing  the  bill  to  amend 
section  40(a)  to  correct  the  salary  inequity  indicates  the  chairman's 
awareness  of  the  frustrations  which  we  have  continued  to  encounter, 
and  we  simply  do  not  want  this  new  court  to  experience  these 
problems. 

So  in  answer  to  your  question.  Senator,  perhaps  it  would  be  better 
in  order  to  enable  this  administrator  to  function  as  he  should,  to 
create  a  new  position  within  the  judiciary  for  that  purpose;  and  we 
strongly  think  it  should  be  within  the  judiciary  because  agencies  in 
that  branch  of  government  do  not  seem  to  be  bothered  with  the  explo- 
sive expansion  problem  chaiacteristic  of  executive  agencies. 

Senator  Bukdick.  Judge  Lee,  which  duties  do  you  suppose  that 
your  administrator  or  director  would  perform?  Mr.  JVIarsh  said  yes- 
terday that  your  administrator  would  only  appoint  the  trustee. 

Judge  Lei-:.  Mr.  Marsh  left  out  the  fact  that  he  would  supervise  the 
trustee.  Under  the  present  system  the  bankruptcy  judge  appoints  the 
trustee,  fixes  his  bond,  approves  the  surety  on  his  bond,  and  then  super- 
vises the  trustee  in  the  performance  of  his  duties,  and  for  example, 
one  of  the  matters  he  raised  was  discussing  with  the  court  whether 
a  lawsuit  should  be  filed  against  someone  for  recovery  of  assets. 

Our  bill  not  only  vests  the  director  with  the  power  to  appoint  the 
trustee,  but  with  the  power  to  supervise  the  trustee,  and  it  is  in  the 
area  of  supervision  that  the  judge  performs  what  might  be  called 
a  considerable  amount  of  administrative  work,  and  we  envision  that 
the  trustee's  reports  will  be  filed  and  reviewed  by  the  administrator, 
that  the  accounting  problems,  the  check  writing  problems  will  be 
handled  by  the  administrator,  that  the  money  management  problems 
as  to  whether  CD's  should  be  purchased  and  interest  drawn  during  the 
administration  of  a  case  would  be  a  matter  to  be  handled  by  the 
director. 

So  there  are  many  things  that  the  director  Avould  do  that  are  now- 
done  l)y  the  l)ankruptcy  judge.  This  would  operate  to  relieve  the 
bankruptcy  judge  of  administrative  details.  Mr.  Marsh  is  wrong  on 
that  point. 

Senator  Buroick.  When  a  trustee  is  appointed  under  Chapter  XIII 
and  they  work  out  a  payment  plan,  is  this  trustee  going  to  do  all  of 
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that  for  $25?  Suppose  it  lasts  over  a  period  of  three  years  or  some- 
thins;. 

Judge  Lke.  Are  you  directing  that  question  to  nie.  Senator? 

Senator  Bukdick.  Yes. 

Judge  Lee.  Our  bill  provides,  our  Chapter  VI  provides  for  the 
appointment  of  a  trustee,  and  you  know  these  plans  last  for  3  years. 
Under  the  present  system  one  of  the  duties  of  the  Chapter  XIII  trustee 
is  to  receive  and  disburse  the  moneys.  We  are  turning  that  oyer  to 
the  director  as  the  Commission  l)iU  proposes.  We  agree  that  it  is  a 
proper  function  to  be  performed  l)y  the  director,  that  the  moneys 
coukl  be  paid  into  and  disbursed  by  the  director,  and  the  trustee 
could  be  relieved  of  that  function. 

But  Ave  still  believe  that  there  is  a  need  for  a  trustee  in  these  cases. 

One  of  the  problems  you  get  into  early  in  the  case  is  the  valuation 
of  security.  The  act  provides  that  secured  claims  shall  l)e  allowed  only 
to  the  extent  of  the  value  of  the  security  as  the  rules  now  provide. 
Evaluation  of  security  is  a  problem  with  which  the  trustee  can  help 
the  court.  The  ti'ustee  can  also,  based  on  his  ex]!)erience,  recommend 
to  the  coui't  wheth.er  tlie  plan  is  feasible  in  the  first  instance,  whether 
the  debtor  should  be  in  cha))ter  VI,  and  whether  he  can  really  handle 
a  plan  and  we  found  it  is  of  great  benefit  to  the  court  to  have  this 
trustee  make  an  independent  evaluation  of  the  person's  ability  to  carry 
out  the  plan. 

Also  in  the  course  of  the  Chapter  XIII  cases,  it  is  necessary  for  the 
debtor  to  obtain  orders  from  time  to  time.  It  is  not  unusual  for  his 
wages  to  be  attached  by  a  sul)sequent  creditor,  even  though  the  court 
order  prohibits  it  and  you  need  some  sort  of  an  intervention  to  have 
the  court  order  honored.  The  debtor  may  need  to  be  relieved  of  pay- 
ment for  a  peiiod  of  time,  and  he  goes  to  the  trustee  and  works  out  a 
|)lan  to  be  relieved  from  payments.  So  it  may  be  necessary  to  lower 
liis  ])ayments  or  raise  his  payments,  and  that  is  a  function  that  is  now 
])erformed  by  the  trustee  also  under  the  auspices  of  the  trustee's  office. 

Some  of  us  now  provide  a  counseling  service.  We  have  a  social 
workei'  who  counsels  with  a  del>toi'  concernino-  problems  other  than 
debt  problems,  and  we  found  that  the  trustee's  office,  or  the  office  of 
the  trustee  is  an  excellent  ])lace  to  hang  the  hat  of  a  social  worker  to 
get  this  function  performed.  It  takes  it  outside  the  realm  of  the  court 
and  yet  it  otfers  a  service  on  a  continuing  basis,  and  this  is  what  Judge 
Cyr  was  talking  about  Avhen  he  said  he  had  been  able  to  reduce  the 
default  rate  in  Chapter  XIII's  dramatically  by  use  of  a  counseling 
service. 

We  think  that  all  of  these  things  are  valuable  in  the  operation  of 
chapter  XII,  and  for  this  reason  continuation  of  the  office  is  impor- 
tant, and  of  course,  the  other  duties,  such  legal  duties  as  objecting  to 
claim-;  and  setting  claims  reduced  on  behalf  of  the  debtor  is  another 
nnportant  function  that  he  ]>erforms. 

Seiiator  IkunicK.  Are  you  certain  you  aie  realistic  in  your  ]:)rojec- 
tion  here  ?  You  state  now  that  the  trustee  Avould  be  in  being  for  the 
three  years  of  the  plan  although  the  disbui'sements  and  the  receipts  of 
the  money  would  be  handled  by  the  administrative  office. 

Judge  Lee.  We  contemplate  a  standing  trustee  who  would  handle 
a  large  number  of  cases  in  Chapter  VI. 
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Senator  Burdtck.  Let  me  finish  the  question. 

And  do  all  the  thin<^s  that  you  iust  described  for  a  period  of  3  years 
for  $25?  '  ■  • 

Judo-e  Lee.  No,  sir.  Cliapter  VI  of  our  Ijill  provides  that  the  direc- 
tor shall  fix  the  compensation  of  the  standing-  trustee.  The  compensa- 
tion is  now  based  on  the  fact  tliat  he  does  handle  jnoney.  V^ith  this  duty 
taken  away,  his  compensation  v.onld  ])robub!y  be  so"me\yhat  less,  biit 
we  have  said  that  the  dii'ector  will  appoint  a  standino-  Chapter  VI 
trustee  and  fix  his  compensation,  and  Ave  contemplate  that  he  would  be 
the  trustee  in  maybe  400,  500  or  GOO  cases,  so  that  with  all  of  these 
cases,  he  will  be  rather  busy  and  will  have  a  considerable  amount  of 
le<i-al  service  to  perform. 

Senator  BuiiDiCK.  And  as  I  understand  the  picture,  the  administra- 
tive officer  would  receive  his  paycheck,  and  accoi'dino;  to  plan  they  make 
distribution  to  the  creditoi-s,  and  you  still  have  this  standing  trustee 
av^ailable  to  do  the  things  you  are  talkina:  about. 

Judj2;e  Lee.  The  receipt  and  disbursements  of  funds  can  be  nation- 
alized by  use  of  a  compute)-  sei'vice.  "We  anticipate  that  using-  comjiuter 
i-ecoi'dkeepino-  services  that  these  funds  that  cojne  in  from  all  of  the 
districts  can  be  accumulated  and  invested  at  considerable  earninos 
for  the  benefit  of  the  system  as  a  whole,  and  they  can  be  funneled  into 
a  central  ofhce.  and  this  receipt  and  disbursement  of  funds  miglit  be  at 
a  central  office  level  %\li('re;is  at  the  local  lexel  you  still  need  someone 
to  mind  the  store  on  behalf  of  the  debtor.  And  that  is  wliy  we  think 
you  need  a  trustee  in  there. 

Senatf)r  Buruick.  Well,  it  is  not  correct  that  the  trustee  would  be 
paid  $25.  He  may  get  much  more  than  that  dui'ing  the  period  of  3 
years. 

Judge  Lee.  In  Chapter  XIII  cases  now,  the  trustee  is  paid  a  compen- 
sation that  does  not  exceed  5  percent  of  the  moneys  that  he  liandles. 
We  a7itici]3a<e  that  the  rate  of  compensation  might  be  reduced  but  that 
you  do  need  him  in  Chapter  VI. 

Judge  Drake.  The  $25,  Senator,  would  be  only  in  straight  bank- 
ru):>tcy  cases. 

Senator  Burdick.  Now,  just  a  minute.  I  want  to  get  the  cost  of  the 
trustee  now.  You  just  told  me  that  the  administrative  oifice,  under 
the  Commission  plan,  would  be  disti-ibuting  the  checks. 

Judge  Lee.  Yes. 

Senator  Burdick.  And  still  you  have  a  need  for  a  trustee? 

Judge  Lee.  Yes,  sir. 

Senator  BTninifK.  And  that  he  wou.ld  be  paid  more  than  $25  al- 
though he  was  not  doing  the  administerial  work  of  distributing  the 
money.  Now,  he  would  be  available  for  3  years.  What  would  we  have 
to  ]ia.y  him  in  addition  to  the  $25  ? 

Judffe  Lee.  Well,  if  the  debtoj-  files  under  Chapter  VI  and  what  is 
now  XIII  for  a  repayinciit  plan  over  ?>  years,  the  trustee  in  these  situ- 
ations, in  these  kinds  of  cases  is  a  standing  trustee  who  is  not  paid  $25 
a  case.  He  is  paid  compensation  at  a  rate  to  be  fixed  by  the  Director 
based  on  the  caseload  that  he  handles.  The  $25  no  longer  entcs  into 
the  i)icture  if  the  debtor  has  opted  a  payout  plan.  It  is  only  in  sti'aight 
bankruptcy  that  the  $25  is  ofieivd.  If  he  opts  for  XIII  or  VI  then  he 
goes  to  the,  w!iat  is  t!ie  standing  tiMistee,  and  the  standing  trustee  is 
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l)aid  wliat  amounts  to  a  salniy ;  he  will  be  compensated  for  pei'formino^ 
this  service  as  Chapter  XIII  trustees  are  now,  at  rates  to  be  fixed 
by  the  Director,  and  we  do  not  know  what  those  rates  will  be.  Bvtt  it 
varies  now  from  district  to  district  dei^ending  on  the  caseload  handled 
by  this  standing-  trustee. 

"Senator  Burdick.  And  altliouali  under  t])e  Commission  recom- 
mendation the  administerii'.l  work  would  be  all  done  by  the  adminis- 
trative office,  he  would  still  need  tliis  trustee,  he  would  still  have  to 
pa}^  him,  and  I  assume  from  what  you  have  said,  foi-  a  3-3-ear  period 
I'or  more  than  $25. 

Judge  Lee.  AVell,  he  is  handlino-  600  or  TOO  cases.  He  has  got  cases 
in  and  cases  out  every  day.  Pie  would  be  in  office  over  a  long  period  of 
time  so  that  his  caseload,  lie  obtains  new  cases  each  day  and  he  closes 
cases  each  day.  and  he  is  just  a  staiiding  figure. 

Senator  Bukdick.  All  I  want  to  know  is  what  you  have  to  pay  him. 
Tliat  is  all  I  wnnt  to  knoAA'. 

Judge  Lee.  Well,  you  will  have  to  pay  him  for  the  service,  obviousl3^ 

Senator  BuimicK.  I  said  how  much  ? 

Judge  Lee.  How  much  ?  I  would  estimate  somewhere  in  the  range  of 
$20,000  per  year,  the  same  as  a  salaried  employee  would  commarid  if 
the  director  were  required  to  hire  a  person  to  perform  the  same 
function. 

The  problem  we  have  with  him  being  closely  attached  to  the 
director,  I  suppose  the  point  is  that  this  trustee  may  be  a  litigant  on 
behalf  of  the  debtors.  One  problem  we  have  with  lodging  liim  in  the 
administrator's  office  is  that  we  anticipate  that  in  reviewing  the  file 
and  in  representi]ig  creditors  generally,  he  will  need  to  object  to  some 
claims  and  he  Avill  be  coming  into  the  court  as  a  litigant.  He  will  need 
to  enforce  orders  rendered  against  emploj'ers.  He  is  in  effect  a  litigant 
and  for  tliat  reason  we  are  dubious  about  ha\'ing  someone  who  is  on 
the  administrator's  or  director's  payroll  appearing  in  court  and 
litigating  matters  before  the  court.  We  are  tr\dng  to  aAoid  a  conflict 
there.  We  think  that  it  is  no  more  expensive  to  do  it  this  way.  in  fact, 
jirobably  less  expensive  to  do  it  this  way  than  it  would  be  to  hire  some- 
one on  the  staff  of  the  director  to  perform  the  service.  He  can  have 
someone  on  the  staff'  doing  it.  You  ^^'ould  have  to  supply  him  office 
help,  you  Mould  have  to  supply  him  secretai'ial  staff.  If  you  have  got 
an  independent  attorney  doing  it  as  a  standing  trustee  who  has  his 
own  office  and  staff,  you  are  apt  to  save  money  in  the  long  run.  It 
would  be  less  expensive  than  an}'  other  way  to  go. 

Senator  Bukdick.  I  think  it  would  be  less  expensive  just  to  leave 
it  in  the  administrative  office,  which  you  have  said  now. 

Judge  Lee,  Mr.  Marsh  also  said  in  liis  appearance  yesterday  that 
there  is  no  need  for  a  trustee  in  most  bankru])tcy  cases  because  he  has 
nothing  to  do.  I  guess  you  have  answered  that.  You  think  there  is 
something  he  can  do,  is  tliat  right  ? 

Judge  Lee.  Yes,  sir. 

Senator  Burdick.  All  right.  Judge  Lee.  Mr.  ^^larsh  said  that  under 
the  judges'  bill  that  the  debtor  is  required  to  liave  his  own  lawyer  if 
he  can  afford  the  nominal  fee  for  legal  representation. 

Is  this  the  correct  interpretation  of  tlie  judges'  bill  ? 

Judge  Lee.  No,  sir.  it  is  not. 
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T  would  like  to  (>x]iaiul  on  that  point.  AVe  separated  out  the  employee 
debtors  and  debtors  who  ai'e  self-employed  or  are  proprietors  of  small 
businesses.  Tn  establishinfr  a  test  for  people  that  the  Director  mi^ht 
hell),  other  than  employee  debtoi-s,  we  had  in  mind  poor  people  like  the 
lady  Avho  operates  the  ("andy  stand  in  the  foyer  of  the  Federal  buildino: 
or  the  worm  diooer  in  Maine,  who  is  really  an  independent  opeiator, 
and  people  that  are  not  employee  debtors  but  still  would  qualify  for 
help.  He  misinterpretotd  that  provision  of  the  bill. 

Senator  Bukdkk.  Judge  l)i-ake.  your  bill  and  the  Commission  bill 
ditler  on  how  appeals  should  be  handled  or  taken  from  the  bankruptcy 
court. 

Would  you  like  to  comment  on  why  you  believe  the  judges'  approach 
is  better^ 

Judge  Dpv.u<:k.  Yes:  I  would.  Mr.  Chairman.  I  think  Judge  Cyr  has 
already  con.imented  on  tliat.  It  is  our  belief  that  an  ai)peal  to  what 
wonldbe  essentially  a  parallel  couit ;  that  is,  from  a  specialized  trial 
couit  to  a  genei-alized  tiial  court,  would  siuiply  be  anonialous.  The 
Commission  bill  ])roposes  such  a  parallel  step.  Tlie  X',8.  district  court 
is  already  handling  a  heavy  caseload,  and  the  deletion  of  this  duty 
from  their  responsibilities  T  ain  sure  would  l)e  most  welcojue. 

T  tliink  iiiven  the  stature  everybody  seems  to  envision  for  this  n(>\v 
bankruptcy  court,  it  seems  to  us  tliat  ajjpeals  should  go  directly  to  the 
courts  of  ap])eals.  Most  of  our  circuit  courts  now  have  administrative 
machinery  for  handling  appeals  more  expeditously  than  in  the  ])ast ; 
but  if  even  more  expendition  is  needed.  ]Mr.  Chaiiinan.  it  occurs  to  us 
that  rotating  panels  of  sitting  bankruptcy  judges  could  be  appointed 
l)y  the  chief  judge  of  each  circuit  for  this  appellate  purpose;  no  new 
intei-modiate  appellate  court  would  be  needed,  and  co]isec|uontly  no 
new  exj)ense  would  be  iuA'ohed,  for  already  sitting  trial  banki'ui^tcy 
judges  could  handle  this  on  a  rotating  basis  appointed  by  the  chief 
judoe  of  the  courts  of  appeal. 

Perhaps  this  could  l)e  a  workable  compromise  that  would  afford  the 
aggrieved  appellant  quick  and  expeditious  access,  as  well  as  inex- 
pensive access  to  an  a])pellate  tribunal. 

Senatoi-  Burdick,  In  your  bill  you  provide  for  an  appeal  to  the 
circuit  court. 

Judge  Drake.  Yes,  sir,  because  as  I  said 

Senator  BuRoirK.  You  are  changing  that  ? 

Judge  Drake.  "Well,  we  are  suggesting  that  if  perhaps  more  expe- 
dition is  needed,  as  was  suggested  by  the  chairman,  that  perhaps 
the  rotating  panel  could  solve  the  problem. 

Senator  BrRnicK.  And  the  rotating  panel  would  sit  in  the  center 
of  the  circuit  like  it  does  now? 

Judge  Drake.  It  could  sit  in  any  mnnber  of  places  in  the  circuit 
as  designated  by  the  chief  judge  to  handle  appeals  as  they  come 
about :  and  then  from  the  decision  of  that  panel,  if  a  litigant  so 
chose,  he  could  go  directly  to  the  court  of  appeals. 

Senator  Bdrdtck.  Well,  the  requirement  that  you  had  in  your  orig- 
inal bill,  it  would  be  pretty  difficult  for  most  debtors,  for  example,  a 
carpenter  at  Fargo  would  have  to  get  a  bank  of  lawyers  and  go  to  St. 
Louis. 

Judge  Drake.  I  tliink  the  rotating  panel  suggestion  could  solve  the 
problem. 
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Senator  Burdick.  The  problem  with  the  rotating  panel  is  you  are 
taking  the  appeal  to  the  same  kind  of  tribunal  that  made  the  decision. 

Judge  Dp^vke.  Yes,  sir,  but  it  would  be  made  up  of  three  different 
specialists  in  the  same  field,  and  not  a  generalist  who  perhaps  is  not  as 
familiar  with  the  bankruptcy  system  or  law ;  and  he  already  has  more 
than  enough  duties  of  his  own. 

Senator  Burdick.  Well,  we  will  certainly  give  it  consideration. 

Judge  Drake,  the  witnesses  for  the  Commission  yesterday  indicated 
that  they  believed  appointments  of  judges  to  this  new  court  should  be 
made  by  the  President.  I  believe  it  is  the  position  of  the  judges  that 
this  appointing  powder  should  be  lodged  with  the  circuit  judges  of  each 
circuit. 

Why  do  you  believe  the  President  should  not  be  given  the  appoint- 
ing authority  ? 

Judge  Drake.  All  right,  sir,  first  of  all,  as  Jiidse  Cyr  mentioned  in 
his  opening  statement,  bankruptcy  matters  need  immediate  attention, 
and  to  fill  a  vacancy  in  the  present  way  on  the  U.S.  district  court  bench 
or  the  U.S.  circuit  court  bench  sometimes  takes  many  months.  There  is 
also  another  factor  I  would  like  to  mention.  To  insert  this  politir^al  fac- 
tor into  the  svstem  of  selection  of  bankruptcy  judges  will,  we  believe, 
be  totally  unfair  to  those  bankruptcy  judges  now  sitting;  judges  who, 
because  of  having  been  on  the  bench  a  number  of  years,  were  and  are 
simply  prohibited  from  participating  in  politics:  and  even  though 
thev  are  extremely  well  qualified,  they  mav  be  unable  to  compete  polit- 
ically with  a  prospective  candidate  who  the  political  part}''  that  hap- 
pens to  be  in  power  would  like  to  have  on  the  bench. 

And  we  believe  verv  stron^lv  that  these  judges  are  entitled  to  pro- 
tection of  some  kind  from  political  interference,  and  if  this  can  be  ac- 
complished— and  we  believe  it  can  be  by  a  method  we  have  in  mind — 
then  perhaps'the  selection  of  new  judges  in  the  future  by  the  political 
pro'^ess  woidd  be  more  acceptable. 

Senator  Bi'Rdk^k.  A  number  of  years  aaro,  durin.o-  the  period  that 
Jndo-e  Cvr  was  talkin.'r  nl)out.  the  referees  wei-e  known  as  referees,  and 
thev  T-'>inted  this  title  of  iudg-es  in  bankruptcv.  and  now  vou  p-ot  it.  and 
T  think  it  is  very  fine.  I  was  for  it.  Does  not  a  certain  amount  of  prestige 
ofo  with  the  title  of  judo-e?  Do  you  not  think  you  would  net  a  better--- 
usino;  the  otlier  aro-mnent  that  ])eople  might  seek  this  knowing  th.at  it 
was  a  presti.yious  position? 

You  had  to  have  an  apnointment  from  the  President  of  tlie  T'mted 
States.  ar»proved  hy  thp  Senate.  Does  not  it  give  you  an  elevation  that 
yon  would  not  oirlinarily  have  ? 

Jndo-e  Drake.  I  think  that  may  be  true :  but  also.  Senator,  I  am  sure 
I  I'eflect  the  views  of  onr  conference  when  T  say  that  tliese  jndj^es.  these 
oualified  judces.  alrpady  on  the  liench  deserve  some  ])rotection  from 
the  ordinarv  political  process. 

Senator  Burdick.  Well,  now.  that  is  a  different  question. 

Judge  Drake.  Xow.  new  judges  appointed  by  the  President,  yes.  T 
can  see  your  point  of  view.  When  vacancies  come  about  by  reason  of 
attrition,  retirement,  death,  and  so  foi-th.  appointment  by  the  Presi- 
dent may  very  Avell  be  desirable  to  attain  the  sufficient  stature  which 
Ave  all  envision  for  this  new  court. 
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But  to  subject  qualified  sittinc:  judoes  to  tliat.  who  have  been  out  of 
politics  for  a  nmribcr  of  years,  we  just  tliink  it  is  something  that  merits 
tlic  close  attention  of  this  committee. 

Senator  Buedick.  Tliaiik  you. 

Jnd^e  Cyr,  Professor  Kennedy  observed  that  there  was  nothing  more 
nomiiiilorm  about  tlie  present  bankruptcy  system  than  the  exemption 
inocodures.  Woukl  you  like  to  comment  on  that,  sir? 

Judo-e  Cyk.  Not  beyond  Avhat  I  said  earlier.  Senator.  I  will  not  take 
any  more  of  your  time  except  to  say  that  I  think  the  provision  of  a 
miuiinum  floor  of  exemptions  is  as  far  as  we  felt  we  could  go  to  resolve 
tlie  differences  that  exist  in  this  very  nonuniform  nation  of  ours. 

Senator  Burdick.  Professor  Kennedv  advocated  the  elimination  of 
tlie  false  financial  statement  as  a  grounds  for  determining-  a  debt  to  be 
nondischargeable.  Is  tliat  desirable? 

Judge  Cyk.  Well,  Professor  Kennedv  yesterdav,  ]\fr.  Chairman,  in- 
dicated that  it  was  necessary  to  eliminate  tliis  false  financial  statement 
as  a  ground  for  determining  the  debt  nondischargeable  in  the  consumer 
rase  in  order  to  efFectnate  the  congressional  intent  behind  a  discharge 
111  bankruptcy.  The  professor  cited  the  fact  that  in  recent  vears  alone 
Congress  has  on  three  separate  occasions  returned  to  the  matter  of 
Inittressing  the  efFectiveness  of  the  discharge  in  bankru]itcy.  But  I 
would  like  to  point  out  that  what  Congress  has  commiteed  itself  to,  it 
seems  to  me,  is  the  granting  of  discharge  relief  to  honest  debtors,  not 
to  those  who  perform  in  a  fashion  which  is  considered  dishonest.  If  a 
truly  false  financial  statement  is  intentionailv  submitted  and  relied 
ujwn  1)y  a  creditor,  it  is  our  belief  that  to  treat  that  claim  like  you 
would  a  claim,  any  honest  debtor's  claim,  Avill  again  brina-  great  public 
disrespect  for  the  system  and  for  the  law.  We  do  not  sav  that  that 
necessarily  occurs  a  great  number  of  times,  but  the  Commission  admits 
tliat  credit  splurging  does  not  occur  a  great  number  of  times  either,  but 
it  would  insert  that  as  a  ground  for  nondischargeabilitv.  And  we  say 
the  same  issue  is  involved.  It  is  a  question  of  respect  for  the  law  and  for 
the  system,  and  for  that  reason  we  believe  that  the  standards  applic- 
al)le  in  the  marketplace  should  be  the  standards  applicable  in  the 
courtroom. 

Senator  Burdick.  The  Commission  bill  provides  for  administrative 
processing  of  most  cases  without  a  meeting  of  the  creditors.  However. 
S.  -2?)^}  would  require  a  first  meeting  of  creditors  before  the  court  in 
every  case. 

Would  it  not  be  sufficient  to  require  a  meeting  of  creditors  only  when 
a  specified  minimum  number  of  creditors  so  requested  ? 

Judge  Lei-:.  We  think  it  is  a  policy  (}uestion.  Senator,  that  needs  to 
be  answered  by  Congress.  Our  oroup— at  a  meeting  in  Chicaao.  our 
membership  in  considering  our  bill,  the  first  draft  of  our  bill,  did  not 
require  a  meeting  in  every  case,  but  our  members  felt  that  it  was  suf- 
ficiently important  that  there  should  be  a  ineetino-  in  every  case,  that 
tlie  creditors  should  have  an  opportunity  to  examine  the  bankrupt  be- 
fore the  court,  and  that  to  deprive  them  of  this  opportunity  is  a  grave 
policy  question  which  Conoress  will  have  to  decide  for  us.' 

We  tried  to  take,  as  I  indicated  to  you— we  tried  to  take  the  load 
off  the  court  in  this  first  meeting  problem  by  the  use  of  the  trustee 
system,  which  we  think  is  a  good  solution  to  the  problem,  and  in  that 
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^vay  the  time  spent  at  first  meetin.os  would  be  minimized,  Imi  they 
woidd  still  be  retained,  and  creditors  would  have  tliis  opportunity  to 

examine  the  debtor.  ,        ^  i       i. 

It  is  a  policy  question  that  we  would  think  that  Congress  has  to 

decide  for  us.  .  .  ,    i    ^  i  i  n 

Senator  Buudtck.  I  know.  I  know  tliat  is  our  ]ob,  but  we  would  like 
to  have  a  little  lio-ht  here.  Why  do  we  have  a  creditors'  meeting  if 
viobodv  is  there  to  meet  ?  _  .  , 

Jud^e  Lee.  Well,  manv  people  like  to  come  to  these  meetings  and 
examine  the  debtoi-  about  particular  matters,  and  sometimes  peo]5le 
show  up  and  examine  him  a])out  property  that  he  has  not  mentioned 
in  his  schedules,  and  it  is  a  protection  for  the  public. 

This  first  meeting  offers  a  ]n'otection  for  the  ])ublic  against  possible 
fraudulent  bankruptcies,  in  that  the  debtor  may  have  concealed  assets 
which  his  creditors,  only  his  creditors  know  about,  because  they  sold  it 
to  him,  for  pxam]>lc,  in  the  first  instance. 

Senator  Bukdick.  Well,  those  effects  do  not  apply  if  no  creditors 
ask  for  a  meeting.  Suppose  no  creditor  aslvS  for  a  meeting,  do  you  go 
through  the  useless  act  of  having  a  meeting  ? 

Judge  Lee.  Well,  under  the  system  we  ])roposed,  we  ti-ied  to  make 
the  first  meeting  a  meaningful  event  i)i  that  at  that  first  meeting  we 
do  something  for  the  debtor.  It  may  l)e  that  the  creditors  would  not 
benefit  from  that  meeting,  but  we  have  tried  to  make  it  beneficial  to 
the  delator,  in  that  wo  would  fix  his  rights  with  res]5ect  to  exempt  and 
abandoned  property,  which  he  wants  to  retain  and  i^ay  for,  and  his 
rights  will  be  fixed "bv  court  order,  so  that  we  think  that  he,  the  debtor 
himself,  obtains  a  certain  amount  of  protection  from  this  maintaining 
a  first  meeting,  and  it  is  important  in  tliat  sense. 

Senator  Burdick.  So  you  continue  the  practice  of  sending  out 
notices  of  the  meetings  and  holding  the  meetings  regardless  of  any 
creditor  interest  ? 

Judge  Lee.  As  I  indicated  to  you,  from  before  the  first  meeting, 
property  Vv'ill  have  been  al)andoned  by  the  trustee,  and  the  exemptions 
will  have  been  determined.  The  debtor  will  have  been  examined  and 
that  the  purpose  of  the  first  meeting  m^II  be  to  fix  the  rights.  There 
will  be  a  certain  numljer  of  creditors' who  will  show  uji  at  this  meeting 
under  our  svstem.  These  will  be  the  people  who  have  the  mortgages  on 
the  household  goods,  the  people  who  have  the  mortgage  on  the  car,  and 
items  of  that  cliaracter,  vdiich  the  debtor  wants  to  retain  and  they  are 
there  to  have  their  rights  fixed  liy  the  court  as  to  what  the  debtor  will 
have  to  pay  to  keep  that  ])roperty. 

Senator*  Bfrdick.  I  understand  all  of  that,  but  my  point  is,  if  there 
is  no  creditor  who  has  an  interest  in  any  of  the  claims,  Avhat  do  you 
accomplish  ? 

Judge  Cyr.  Well,  Senator,  if  I  might  address  myself  to  that  just 
momentarily,  I  really  think  you  do  not  know  whether  there  is  any  cred- 
itor interest  until  after  you  notify  them  that  the  bankruptcy  has  been 
filed.  You  may  as  well,  to  avoid  an  extra  step,  advise  them  of  the  oc- 
casion as  of  which  they  might  make  these  inquiries,  and  as  far  as  I  am 
personally  concerned,  I  would  be  of  the  view^  that  if  no  one  is  there  to 
evidence  any  interest  in  Ijeing  heard,  there  would  not  be  any  purpose  in 
the  hearing!  That  would  be  my  personal  reaction. 
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But  I  think  the  notice  of  the  time  and  place  at  which  such  a  question 
coukl  occur  sliould  be  ofiven  out  to  creditors  so  that  they  can  elect. 

Senatoi-  Bi  rdick.  To  be  notified  wlien  the  bankrupt  files  i 

Judge  Cyr.  Tliat  is  what  I  am  sayino-.  That  is  done  at  the  same  time. 
The  two  things  are  done  at  the  same  time,  so  no  extra  step  is  required 
in  order  to  scliedide  an  occasion  as  of  which  they  can  appear  and  ex- 
amine the  debtor. 

If  they  do  not  a]Dpear  to  do  so.  it  seems  to  me  the  functions  Judge  Lee 
describes  being  performed  for  the  benefit  of  the  debtor  can  be  per- 
foi'med  other  than  at  a  hearing. 

Senator  Burdick.  Wliile  the  Commissioii  bill  establishes  P\^deral 
exemptions  which  would  supersede  exemptions  provided  by  State  law, 
S.  235  establishes  minimum  Federal  exemptions  that  would  permit  the 
debtor  to  elect  between  Federal  and  State  exemptions. 

Is  it  fair  to  allow  a  debtor  in  one  State  to  keep  a  homestead  of  un- 
limited value  while  another  State  would  not  allow  any  homestead  ex- 
emption, for  exam])le  ? 

Judge  Lee.  The  Supreme  Court  many  years  ago — I  think  it  was 
about  1903 — had  before  it  this  ])articular  problem,  and  the  question 
befoi'e  the  Court  was  whether  it  Avas  uniform,  whether  the  law,  ac- 
tually the  bankruptcy  law  of  181)(S  was  constitutional,  in  that  it  per- 
mitted these  exemptions  to  be  fixed  by  State  hiAv  rather  than  facing  u]) 
to  the  problem  and  fixing  a  Federal  exemption,  and  the  Supreme  Court 
said  that  does  not  run  counter  to  the  concept  of  uniformity  because 
uiuler  the  law  the  ci-editors  get  in  each  State  what  they  would  get  if 
bankruptcy  had  not  interveiied. 

In  other  words,  in  each  State  certain  proj^erty  is  exempt,  and  cred- 
itors loan  money  in  reliance  on  being  able  to  reach  that  property,  so  at 
the  time  they  make  their  deal,  they  know  what  the  exemptions  are,  and 
it  does  not  seem  unfair  then  that  when  a  man  takes  a  bankruptcv.  he 
should  receive  less  exem])tion  tlian  he  would  have  received  under  State 
law  had  some  creditor  sued  him  and  attached  his  property. 

That  was  the  theory  the  Supreme  Court  used  in  rationalizing  the 
thought  that  this  is  not  counter  to  the  concept  of  uniformity. 

Senator  Burdick.  Would  this  not  encourage  a  debtor  to  seek  resi- 
dence or  domicile  in  a  State  that  had  a  relatively  high  exemption? 

Judge  Lee.  Well,  it  might.  I  really  do  not  think  so.  The  people  we 
are  dealing  with  are  poor  people  who  do  not  have  that  kind  of  option. 
There  may  be  a  few  people  who  have  that  option. 

Senator  Burdick.  This  would  probably  apply  to  other  sections  of 
the  act.  It  would  not  apply  to  consumers.  You  are  correct  in  that. 

Would  you  feel  that — any  one  of  you  gentlemen — feel  that  the  Fed- 
eral exemptions  should  be  limited  to  $25,000  when  State  exemptions 
have  no  limitations? 

Judge  Cyr.  Well,  this  was  our  attempt  to  limit  the  sensational  types 
of  State  exemption  laws,  which  again  we  think  sometimes  biing  dis- 
respect for  the  law  and  for  the  system,  where  a  man  can  go  through 
bankruptcy  and  have  an  unlimited  homestead  under  which  there  may 
be  millions  of  barrels  of  oil. 

It  seems  to  us  that  the  j3ublic  cannot  be  expected  to  understand  the 
intricacies  of  a  law  that  permits  that  to  occur.  We  simply  feel  that 
the  aim  here  is  to  prevent  people  f lom  becoming  public  charges.  People 
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tlo  not  need  oil  wells  to  avoid  becoming  public  cluu'g-es,  but  they  may 
very  well  need  a  minimum  amount  of  assets  that  could  very  well  total 
$25^,000. 

Judge  Lee.  Could  I  add.  Senator,  that  we  have  had  two  situations 
in  mind,  at  least  two.  One  was  a  personal  injury  recovery,  which 
might  have  been  reduced  to  judgment  and  could  be  hundreds  of  thou- 
sands of  dollars,  and  the  Commission  bill  exempts  that  without  regard 
to  value,  and  so  we  put  a  ceiling  on  it. 

The  other  thing  Ave  had  in  mind  was  the  cash  surrender  value  of  in- 
surance, which  would  be  substantial,  and  another  possibility  would  be 
benefits  under  some  sort  of  retirement  or  stock  0]^tion  ]')lan,  which 
could  be  substantial,  and  so  v,e  put  a  ceiling  with  those  situations  in 
mind. 

Senator  Burdick.  Would  S.  235  affect  the  rules  of  banlvruptcy  which 
recently  came  into  being? 

Judge  Drake.  It  would  implement  th.em.  continue  theii-  implementa- 
tion, would  it  not?  AVould  it  affect  the  Kules  of  Bankruptcy  Proce- 
dures ? 

Senator  Burdick.  That  is  right. 

Judge  r>R.\KE.  No.  I  think  the  l)i]1  contemplates  the  continued  use  of 
the  Rules  of  Bankruptcy  Procedures. 

Judge  Lee.  The  rulemaking  powei-  gives  the  Congress  the  right  to 
use  that  j)OAver  to  change  the  act,  so  that  it  could  be  changed  through 
the  use  of  that  power  after  the  law  was  enacted.  That  is  true. 

Senator  Burdick.  Do  you  see  any  conflict  of  anything— let  us  put 
it  this  way — where  a  trustee  is  appointed  by  a  bankruptcy  judge,  and 
the  judge  may  not  agree  with  the  decision  of  the  trustee,  the  man  who 
he  ap]>ointed? 

Judge  Cyr.  Well,  I  think.  Senator,  our  view  on  that  is  that  we  ought 
not  have  the  power  to  appoint.  We  are  categorical  in  that  regard. 

I  aider  the  existing  system.  I  think  it  is  not  right  to  say  that  the  men 
sitting  on  the  bankruptcy  bench  do  not  or  cannot  tolerate  appeals  from 
their  decisions  any  more  than  it  is  correct  to  say  that  a  bankruptcy 
judge  dare  not  decide  a  disputed  matter,  contrary  to  the  fashion  he 
thinks  his  appointing  district  judge  might  decide  on. 

I  think  the  caliber  of  the  people  on  the  bankruptcy  bench  and  the 
district  bench  are  both  such  that  those  things  do  not  truly  occur,  hut 
I  think  that  they  do  present  an  appearance  that  that  may  occur,  and 
that  is  a  sufficient  basis  in  our  minds  to  change  the  system. 

Senator  Burdick.  I  have  just  got  one  more  question,  and  it  may  ap- 
pear to  be  an  inconsistency  on  the  face  of  it,  but  first  of  all,  you  did  not 
want  the  President  and  the  Congress  to  select  a  judge,  a  bankruptcy 
judge.  You  wanted  another  method,  but  you  do  want  the  Congress  to 
limit  the  jurisdiction  territorially.  Do  you  see  anything  inconsistent  in 
that  feeling  ? 

Judge  Drake.  No,  ]\Ir.  Chairman.  We  just  think  that  circuitAvide 
■jurisdiction  would  be  appropriate.  The  boundaries  are  alreadv  m 
existence,  and  we  see  no  inconsistency  in  our  position  there.  Perhaps 
Judge  Cyr  would  like  to  comment  further. 

Judge'CvR.  I  Avould  just  like  to  say.  Senator,  that  under  the  present 
system,  disti'ict  judges,  of  course,  are  appointed  by  the  President,  and 
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Ihoii-  (crritoriui  jurisdiction  is  fixed  by  the  Congress,  not  by  the 
Judicial  ('oiifeieiice  of  the  United  ►States, 

We  feel  that  under  this  system  tliat  Ave  are  prepared  to  accept  with 
i-easonable  protection  for  our  own  (jualified  jiidi>es,  that  if  the 
President  does  api)oint,  it  should  be  on  tlie  very  same  pattern  as  the 
district  couit  today. 

Senator  Bukdick.  l^i-ecisely,  but  youi'  bill  does  not  say  that.  You 
opj)()S(i  a])|)ointnient  by  the  l^resident. 

Judoc  Cyk.  Well,  at  that  sta<^e,  sii-,  because  we  aie  reacting,  it  seems 
to  us,  to  a  counterproposal  which  would,  in  effect,  provide  no  protec- 
tion for  ([ualilied  incumbents,  which  is  conti-ary  to  any  past  policy  in 
the  transition  of  court  personnel. 

'I'he  Tax  (Jourt,  whiui  it  was  foi-med  yeai's  ago,  had  reasonable 
protection  for  (puilitied  incumbents.  We  feel  that  tliere  should  be 

Senator  Bukukk.  You  are  talking  about  sitting  judges? 

-Judge  Ci'R.  Yes. 

S(mator  BuiuncK.  You  are  not  talking  about  new  judges.  On 
appointment  of  new  judges,  you  agree  with  our  concept? 

Judge  Cyr.  Indeecl,  I  think  we  have  no  objection  to  that.  Senator. 

Senator  Buroick.  I  may  haxe  some  more  <|uestions  as  we  go  along 
on  this.  I  might  have  to  Avrite  some  interrogatories  to  save  you  travel 
here,  and  if  you  have  anything  further  that  you  want  to  acid  at  some 
time,  just  send  it  in. 

So  we  will  be  in  recess  until  jSIarch  12, 

Judge  Cyr.  IVfay  I  extend  our  sincere  thanks.  Senator,  for  j'our  at- 
tention here  today.  We  appreciate  it  very  much.  Thank  you,  sir. 

Senator  Burdick.  Thank  you. 

[Whereupon,  at  I'li-M  p.m.,  the  committee  was  adjourned,  to 
reconvene  Wednesday,  jNIaich  12,  1075,  at  10  a.m.l 
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WEDNESDAY,  MARCH  12,   1975 

Ij.S.  Sexate, 
Subcommittee  ox  Improvemexts  ix  Judicial  ]Machixery 

OF  THE  Committee  ox  the  Judiciary, 

Washington,  B.C. 

The  subcommittee  met,  pursuant  to  recess,  at  10  o'clock  a.m.  in  room 
2228,  Russell  Senate  Office  Buildino-,  Senator  Quentin  K  Burdick 
(chairman  of  the  subcommittee)  presiding. 

Present :  Senator  Burdick. 

Also  present :  Thomas  L.  Burgum,  deputy  counsel ;  and  Robert  E. 
Feidler,  research  director-counsel. 

Senator  Bupjjkk.  Today  we  continue  the  hearings  on  S.  235  and  S. 
236,  the  purpose  of  which  is  to  revise  and  reform  title  II  of  the  United 
States  Code.  On  February  19  and  20,  hearings  on  the  two  bankruptcy 
bills  were  commenced,  with  testimony  by  members  of  the  Bankruptcy 
Commission  and  by  the  National  Conference  of  Bankruptcy  Judges. 

This  earlier  testimony  was  of  an  introductory  nature,  and  it  out- 
lined the  scope  and  major  provisions  of  the  legislation  which  affect 
bankruptcy  law  in  the  United  States.  Special  emphasis  was  paid  to  the 
consumer  bankruptcy  provisions.  Today  we  will  further  emphasize 
the  changes  in  the  consumer  bankruptcy  provisions.  This  is  extremely 
important,  as  many  of  our  citizens  are  touched  by  bankruptcy  and  its 
consequences.  Each  year,  nearly  $2  billion  of  debts  are  canceled  in  the 
bankruptcy  courts,  and  it  appears  that  fiscal  year  1975  will  be  a  record 
year. 

It  is  imperative  that  the  provisions  of  the  Bankruptcy  Act  strike  a 
fine  balance  between  the  needs  of  the  bankrupt  debtor  who  seeks  re- 
habilitation and  a  fresh  start,  and  the  creditor  both  secured  and  unse- 
cured, who  looks  to  the  bankruptcy  court  for  equitable  distribution 
of  the  bankrupt's  estate. 

Before  calling  our  first  witness,  let  me  say  a  word  about  the  subse- 
quent hearing  schedule.  Toworrow  the  hearings  will  continue  to  ex- 
plore the  consumer  provisions  of  S.  235  and  S.  236.  On  April  10,  we 
will  continue  to  hear  witnesses  who  will  hopefully  give  this  com- 
mittee an  even  broader  perspective  on  the  legal  aspects  of  consumer 
bankruptcy.  As  I  have  stated  before,  we  will  later  schedule  hearings 
on  the  business  aspects  of  bankruptcy  and  the  administrative  aspects 
of  bankruptc}',  and  those  proposals  will  be  explored  in  detail  at  that 
time. 
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Duv  first  witnossos  today  arc  Walter  AV.  A'aualian.  a  vice  president 
of  Aniericaii  Security  l^aiiiv  located  in  A^'abllinii"ton.  D.C,  and  the 
chairman  of  both  the  American  Bankers  Association  and  the  Consum- 
er I>ankers  Association  task  forces  on  bankruiitcy.  He  is  acconij)anied 
hy  Patrick  A.  Murphy,  an  attoi'ney  Avith  a  distinanished  Los  Anjreles 
law  firm,  who  represents  J^ank  of  America  National  Trust  &  Savings 
Association,  and  is  a  member  of  the  American  Bankers  Association 
task  force;  and  James  X.  Kice.  aii  attoi-ney  with  a  distir.iiuished  law 
firm  of  Boston,  who  re])resents  the  Fii'st  National  r>ank  of  Boston 
and  is  a  member  ol'  the  Consumer  Bankers  Association  task  force. 

These  gentlemen  have  written  and  S})oken  v^  idely  in  tJieir  respective 
areas  of  law.  It  is  a  ])leasnre  to  welcome  you  before  this  subcommittee. 
Since  the  gentlemen  are  not  here,  we  will  \\ait  a  few  minutes.  If  not, 
Ave  will  proceed  with  another  witness. 

The  other  witness  we  will  hear  from  is  Alvin  O.  Wiese,  Jr.,  a  mem- 
ber of  a  distinguished  law  firm  and  from  the  National  Consumer  Fi- 
nance Association,  and  Eobert  B.  Xorris,  general  counsel  of  the 
National  Consumer  Finance  Association.  It  is  a  pleasure  to  welcome  all 
of  you  before  the  subcommittee  this  morning.  We  will  wait  a  few  min- 
utes to  see  if  the  first  announced  witnesses  appear,  and  if  not,  w^e  will 
proceed. 

[A  biief  recess  was  taken.] 

Senator  Bukdick.  We  welcome  you,  ^Nlr.  Vaughan. 

Mr,  A"ait(!han.  Please^  accept  our  apologies  for  being  late.  ]Mr.  Chair- 
man. In  the  interest  of  time,  we  liave  attempted  to  summarize  our 
statement,  and  we  would  ask  that  the  complete  written  statement  be 
made  a  part  of  the  record  of  this  committee  meeting. 

Senator  Burdick.  Without  objection,  so  ordered.  We  appreciate  the 
summary. 

[The  prepared  statement  of  Walter  W.  Vaughan  follows :] 

Statement  or  Walter  W.  Vaughn  on  Behalf  or  the  American 
Bankers  Association  and  the  Consumer  Bankers  Association 

I  ;nii  Walter  W.  \'aiijilian,  a  Vice  President  of  Aiuerit-au  Security  Bank  located 
in  Washington.  D.(\,  and  I  am  tlie  Chairman  of  both  the  American  Bankers 
Association  ("ABA")  Task  Force  on  Bankruptcy  and  the  Consumer  Banl^ers 
Associalion  ("CBA")  Taslv  Force  on  Bankruptcy.  I  am  accompanied  by  Patrick 
A.  Murpliy,  Esquire,  of  the  law  firm  of  Co\Yans.  Popi)in  &  INIurphy  of  San  Fran- 
cisco. California,  who  represents  Bank  of  America  National  Trust  and  Savings 
Association  as  a  nuMuber  of  t)ie  ABA  Task  Force  and  .Tames  X.  Rice  of  the  law 
firm  of  Bingljam,  I);ina  &  Gould  of  Boston,  Massachusetts,  who  represents  The 
First  National  Bank  of  Boston  as  a  meml)er  of  the  CBA  Task  P'orce. 

The  American  Banker.s  Association  and  the  Consumer  Bankers  Association  are 
associations  of  state  and  national  banks.  Many  banks  are  members  of  both 
orgnnizations. 

Pursuant  to  the  recpu'st  of  this  Subcommittee  both  of  the  orsanizations  that 
we  rcpi-esent  are  appearing  here  today  to  comment  on  those  portions  of  the  pend- 
ing bankruptcy  legislation  which  relate  to  the  iirol)letu  of  consumer  baid^ruptcy. 
It  is  ai)propriate  to  note  at  this  time  that  many  provisions  of  the  ])roposed  legisla- 
tion will  apply  both  in  the  consumer  and  the  business  contexts.  In  addition,  the 
question  of  court  structure  will  have  a  significant  impact  in  both  consumer  and 
business  bankruiitcy. 

The  Baxkixg  Ix'dustry  and  BANKRurrcT  Reform 

As  of  December  31,  1!)T4.  state  and  national  banks  had  outstanding  consumer 
leans  approximating  eighty  four  billion  dollars,  a  figure  that  has  been  increasing 
at  an  average  rate  of  il  percent  per  annum  over  the  last  five  years.  Each  year 
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about  175,000  consumers  find  their  financial  difficulties  sufficiently  pressing  to 
require  tbe  filing  of  bankruptcy  petitions.  We  suspect  tbat  many  times  that  num- 
ber are  simply  "judgiuent  proof"  or  resolve  their  financial  difficulties  by  moving. 
These  figures  are  disturbing  to  anyone  and  are  particularly  so  to  the  banking 
industry. 

The  banking  industry  has  been  active  on  the  question  of  bankruptcy  reform 
and  strongly  support.-^  the  proposition  that  new  and  modernized  bankruptcy 
legislation  is  needed.  Since  the  1938  Chandler  Act  amendments  to  the  Bankruptcy 
Act  there  has  been  no  major  revision  to  reflect  new  economic  conditions  and 
<-hanging  times.  The  American  Bankers  Association,  the  Consumer  Bankers 
Association,  the  California  Bankers  Association,  and  Bank  of  America  National 
Trust  and  ya\ings  Association  all  offered  written  or  oral  testimony  to  the  Com- 
mission on  the  Bankruptcy  Laws  of  the  United  States.  We  believe  that  this 
testimony  was  reasoned  and  constructive  and  are  pleased  to  note  that  the  sug- 
gr'siions'made  have  in  many  instances  been  included  in  the  pending  legislation. 
We  hope  by  this  appearance  today  to  continue  a  meaningful  dialogue  with  this 
SubconimiUee  and  to  play  an  active  and  constiiictive  role  in  the  development 
of  final  legislation. 

The  Proposed  Lkgislation 

The  proposed  bankruptcy  legislation  is  set  forth  in  two  bills,  S.  235  and  S.  236, 
differing  in  some  respects  and  identical  in  others.  One  bill  is  the  recoriimendation 
of  the  Commission  on  the  Bankruptcy  Laws  of  the  United  States  and  the  other 
is  the  suggestion  of  the  National  Conference  of  Bankruptcy  Judges.  We  are 
advised  that  the  proponents  of  these  two  bills  « which  we  shall  hereafter  refer 
to  as  the  "Commission's  Bill"  and  the  "Judges'  Bill"  have  resolved  many  of 
the  differences  in  the  legislation  as  proposed.  Recognizing  that  the  Jiadges'  Bill  is 
structured  to  follow  many  of  the  sections  of  the  Commission's  Bill  but  differs 
in  certain  material  respects,  this  testimony  will  similarly  focus  on  the  Commis- 
sion's Bill  and  indicate  our  preferences  where  tiie  bills  differ.  We  understand 
that  the  Notes  to  the  Commission's  Bill  are  mere  coumientary  that  do  not  con- 
stitute legislative  history  and  accordingly  we  recommend  clarification  in  the 
biuguage  of  the  statute  with  no  reliance  on  the  Notes  for  interpretation. 

Finally,  it  should  be  noted  that  pursuant  to  the  specific  request  of  this  Sub- 
committee, we  have  limited  our  comments  to  consumer  bankruptcy  mattei's  and 
have  deliberately  attempted  to  make  this  statement  relatively  brief  on  the 
assumption  that  the  banking  industry  will  be  afforded  ample  opportunity  to 
participate  in  the  on-going  dialogue  concerning  the  broader  aspects  of  bankruptcy 
law  reform. 

Jurisdiction 

In  one  of  the  most  pervasive  changes  contained  in  both  versions  of  the  new 
legislation  the  .iurisdiction  of  the  bankruptcy  court  is  vastly  expanded.^  The 
jurisdiction  of  the  Court  would  extend  to  any  action  arising  out  of  a  case  com- 
menced under  the  Bankruptcy  Act.  In  particular,  this  would  mean  that  actions 
by  the  trustee  to  collect  funds  owed  to  the  estate  could  be  heard  in  the  Bank- 
ruptcy Court,  subject,  however,  to  applicable  venue  limitations  which  would 
require  that  such  actions  be  heard  in  the  Bankruptcy  Court  located  in  the  ju- 
dicial district  in  which  the  defendant  resides." 

This  proposal  is  generally  acceptable  to  the  ABA  and  the  CBA.  We  feel  that 
the  prior  distinction  between  summary  and  plenary  jurisdiction  has  resulted  in 
great  amounts  of  useless  litigation  and  has  permitted  many  parties  to  avoid  pay- 
ing legitimate  debts  due  to  bankrupts  simply  by  setting  up  procedural  barriers. 
The  abolition  of  distinctions  based  upon  possession  and  the  extension  of  juris- 
diction to  cover  most  matters  of  litigation  affecting  the  bankruptcy  estate  should 
be  beneficial  to  creditors  in  the  form  of  increased  dividends  and  should  help 
carry  out  the  policy  of  equality  of  distribution.' 

A  related  change  in  both  bills  would  extend  the  jurisdiction  of  the  Bankruptcy 
Court  to  secured  creditors  in  possession  of  property  of  the  bankrupt,  which  would, 
with  appropriate  safeguards,  permit  the  Bankruptcy  Court  to  force  the  secured 
creditor  to  surrender  that  property  to  the  debtor  or  trustee  even  in  a  straight 
bankruptcy  case.*  Assuming  that  adequate  safeguards  of  the  rights  of  secured 

1  Section  2-201  of  both  Bills. 

2  Section  2-203(b)  (2  )  of  both  Bills. 

=  "(T)he  theme  of  the  Bankruptcv  Act  is  equality  of  distribution."  Mr.  Justice  Douglas 
:in  Snmpsell  v.  Imperial  Paper  Corp.,  31.3  U.S.  215  <1941). 

''Compare  Thompson  v.  Magnolia  Petroleum  Co.,  309  U.S.  478  (1940). 
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creditors  are  contained  in  the  legislation,  we  would  support  this  change  recogniz- 
ing that  it  is  a  power  that  is  present  in  reorganization  cases  under  existing  law.' 
It  should  be  made  clear  by  statute,  however,  that  the  Bankruptcy  Court  W(juid 
have  no  power  to  administer  any  secured  creditor's  collateral  unless  (1)  there  is 
an  equity  for  the  benefit  of  creditors  or  unless  such  administration  is  necessary 
to  effect  a  rehabilitation  under  Chapter  VI  or  VII  of  the  Commission's  Bill  or 
Chapter  VI,  VII  or  VJII  of  the  Judges'  Bill,  and  (2)  it  is  clear  that  the  value 
of  the  secured  creditor's  claim  against  the  collateral  will  be  preserved. 

Administration 

While  the  question  of  Administration  is  largely  directed  to  the  structure  of  the 
bankruptcy  process  the  issue  is  of  paramount  importance  in  the  handling  of  con- 
sumer bankruptcies,  and  accordingly,  some  comment  is  appropriate  at  this  point. 
We  believe  that  the  pruposed  "United  States  Bankruptcy  Administration"  as  set 
forth  in  the  Commission's  Bill "  is  objectionable  for  a  number  of  reasons  : 

(a)  The  attempt  to  have  the  administrator  serve  as  a  sort  of  judicial  hearing 
officer  is  qiiestionable  on  the  ground  of  conflict  of  interest.  The  Commission,  and, 
in  particular.  Professor  Charles  Seligson,  a  former  member  thereof,  have  been 
highly  critical  of  the  present  involvement  of  Bankruptcy  Judges  in  the  administra- 
tive detail  of  bankruptcy  proceedings  in  which  they  may  be  expected  to  from  time 
to  time  adjudicate  the  rights  of  litigants.  At  best,  such  a  dual  function  creates  au 
impression  of  impropriety  as  well  as  suspicion  that  parties  will  not  receive  a  fair 
hearing.  It  is  suggested  that  the  administrator  as  described  in  the  Commission 
Bill  simply  perpetuates  this  problem  and.  in  fact,  makes  it  worse  by  involving 
the  administrator  in  counselling  the  debtor  as  to  choice  of  a  proceeding  at  the 
outset.  It  straius  trust  in  humr.n  nature  to  the  breaking  point  to  believe  that  an 
administrative  office  can  (i)  counsel  the  debtor  as  to  available  relief,'  (ii)  serve 
as  trustees,*  and  (iii)  then  fairly  deal  with  a  secured  creditor  at  a  valuation 
hearing"  (where  an  adveri«e  determination  might  suggest  that  the  advice  given 
under  (a)  was  incorrect).  We  are  not  comforted  by  the  argument  that  different 
personnel  in  the  administrative  office  might  be  performing  the  different  functions. 

(b)  We  are  generally  opposed  to  the  suggestion  in  the  Commission  Bill  that 
the  administrator  would  serve  as  the  trustee  ^^  unless  a  large  percentage  of 
creditors  desire  the  appointment  of  a  private  trustee  ^.  We  prefer  the  provision 
in  the  Judges'  Bill  for  a  panel  of  trustees  and  would  add  that  several  members 
of  our  ABA  Task  Force  have  investigated  the  Canadian  system  of  licensed  trust- 
ees and  have  been  favorably  impressed. 

(c)  We  object  to  legal  counselling  being  performed  by  the  Administrator  under 
the  Cojnmission's  Bill  since  it  appears  to  be  a  usurpation  of  the  function  of  the 
debtor's  attorney.  We  do,  however,  support  the  approach  of  the  Judges'  Bill  which 
limits  counselling  by  the  Director  to  guiding  the  debtor  in  answering  non-sensi- 
tive questions  on  the  forms,  for  example,  facts  or  circumstances  that  might  bar 
the  discharge  of  debt  or  otherwise  expose  the  debtor  to  adversary  proceedings. 
As  to  the  statement  of  condition  and  other  information  required  in  connection 
with  a  petition  and  with  respect  to  whether  a  petition  should  be  filed  and.  if  so, 
under  what  section  of  the  Bankruptcy  Act,  the  Director  would  submit  to  the 
debtor  a  list  of  attorneys  furnished  by  the  Bar  As.sociation  from  which  the  debtor 
can  make  a  selection.  Such  counselling  is  outside  of  the  bankruptcy  process  and 
preserves  the  confidential  relationship  of  the  attorney  and  client. 

Debt  management  counselling  should  not  be  included  in  the  bankruptcy  process 
but  should  be  performed  by  appropriate  agencies  and  services. 

(d)  Wo  strongly  urge  that  the  administration  of  bankruptcy  matters  remain 
in  the  judicial  branch  of  the  government  and  do  not  believe  that  the  creation  of 
an  additional  administrative  agency  in  the  executive  branch  is  necessary. 

On  balance  we  are  of  the  opinion  that  the  .Judges'  Bill  offers  a  superior  method 
of  handling  the  judicial/administrative  problem. 


5  .Sop  Sections  2.")6  and  257  of  Chapter  X  and  Sections  506  and  507  of  Chapter  XII  an<3 
see  R.F.C.  v.  Kaplan,  185  F.2d  291  (1st  Cir.  1950). 
8  Chapter  III  of  the  Commission's  Bill. 
">  See  Section  4-203. 
8  See  Section  4-801. 
»  Spo  Spr-tion  ^   •?n4. 
"1  Seot'on    4-20."?. 
"  Section    5-101. 
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Unconscionable  Consumer  Claims 

In  the  Commission's  Bill,  a  consumer  claim  may  be  disallowed  if  it  is  "uncon- 
scionable" while  in  the  Judges'  Bill,  any  claim,  business  or  consumer,  may  be  dis-. 
allowed  if  it  is  "unconscionable."^'  The  statutory  standards  for  determining  the 
existence  of  unconscionability  are  similar  in  both  bills.  These  standards  are  over- 
broad and  create  significant  risks  to  creditors.  The  Commission's  Bill  employs  the 
following  three  unconscionability  standards  : 

(a)  An  evaluation  of  the  degree  to  which  unfair  advantage  was  taken  of  the 
debtor  in  any  aspect  of  applicable  transactions  because  of  the  debtor's  lack  of 
knowledge,  experience,  or  mental  capacity  and  the  like. 

(b)  A  determination  as  to  whether  or  not  there  is  a  substantial  disparity  be- 
tween the  price  of  goods  or  services  and  the  value  of  such  goods  or  services. 

(c)  An  incorporation  by  reference  of  definitions  of  unconscionability  in  stat- 
utes, regulations,  rulings  and  decisions  of  all  state  and  federal  legislative,  admin- 
istrative and  judicial  bodies. 

We  strongly  object  to  the  "unfair  advantage"  standard  in  that  it  makes  a  deter- 
mination of  unconscionability  on  the  basis  of  personal  inadeqi;acies  of  the  con- 
sumer debtor,  such  as  ignorance  and  mental  incapacity,  which  are  not  apparent 
to  the  creditor.  We  submit  that  to  disallow  claims  on  this  basis  should  only  be 
permitted  if  the  disability  is  patent  or  manifest  and  the  creditor  deliberately  took 
advantage  of  the  inadequacy. 

In  our  view,  the  omnibus  provisions  of  the  third  standard  described  above 
create  a  Federal  law  of  unconscionability  which  is  totally  open-ended.  Under  the 
Commission's  approach,  it  is  possible  that  a  judicial  determination  of  unconscion- 
ability made  by  the  Supreme  Court  of  New  Hampshire,  for  example,  would  be  de- 
terminative of  a  claim  brought  in  a  California  bankruptcy,  even  if  the  uncon-- 
scionability  standards  of  California  were  completely  different  from  the  New 
Hampshire  standards.  Creditors  must  be  able  to  rely  upon  a  known  body  of  law  m 
determining  appropriate  business  practices.  It  is  completely  unreasonable  to 
provide,  as  the  Commission's  Bill  does,  that  creditors  must  fashion  a  course  of. 
conduct  by  reference  to  all  state  and  Federal  tribunals.  There  are  so  many  such 
tribunals  that  no  creditor  could  possibly  be  familiar  with  all  of  the  standards 
enunciated  by  all  of  the  tribunals. 

We  have  no  particular  olijection  to  the  "price  disparity"  standard.  We  agree 
that  substantial  price  disparity  is  a  hallmark  of  unconscionable  conduct  and  the 
fact  of  such  price  disparity  can  be  determined  by  creditors  at  the  time  applicable 
credit  transactions  are  entered  into  by  consumers. 

Finally,  we  note  that  unconscionability  is  dealt  with  by  Section  2-302  of  the 
Uniform  Commercial  Code  and  cases  decided  tliereuuder  by  the  courts.  We  sub- 
mit that  claims  which  are  found  to  be  unconscionable  under  Uniform  Commercial 
Code  standards  are  already  subject  to  disallowance  under  the  bills  and  are, 
even  without  Sections  4^03  (b)  (8)  and  4-403 (c),  already  subject  to  disallowance 
under  the  provisions  of  both  bills,  and,  accordingly,  believe  that  such  Sections 
are  unnecessary. 

Wage  Priority 

We  approve  of  the  provision  in  l)oth  bills  for  an  increase  in  the  wage  priority 
to  .$1,200.  While  the  matter  is  of  little  direct  concern  to  the  banking  industry,  we 
have  observed  the  misfortune  of  employees  of  bankrupts  who  are  unable  to  cash 
payroll  checks  and  wlio  must  wait  for  several  years  to  receive  their  pay.  We 
would  suggest  that  provision  be  made  for  early  distributions  to  wage  earners" 
and  that  the  subrogation  rights  of  holders  in  due  course  of  payroll  checks  and 
financial  institutions  with  overdrawn  payroll  accounts  be  recognized  by  statute." 

Exemptions 

We  are  a\^are  that  substantial  redrafting  of  this  Section  of  both  bills  is  cur- 
rently taking  plsee  and  accordingly  will  not  attempt  to  comment  in  detail  at  this 
time.  A  material  dilference  betvveen  the  two  bills  is  that  the  Commission's  Bill 
would  completely  control  exemptions  while  the  Judges'  Bill  would  simply  create 
a  minimum  law. 


'2  Section  4-403  of  both  Bills. 

'3  See  Section  65(b)  of  the  Bankruptcy  Act,  a  Section  that  in  our  experience  is  rarely 
used,  and  Bankruptcy  Rule  308. 

"  V.'e  believe  that  this  would  be  the  result  under  existing  law  but  believe  that  clarifying 
the  point  would  increase  the  negotiability  of  payroll  checks. 
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After  rcviewiiis  both  proposals  we  helieve  that  there  is  merit  to  the  Judges' 
proiKtsiil  which  attempts  to  avoid  the  diversity  that  exists  throughout  the  United 
States  and  the  volume  of  litigation  related  thereto  and  recommend  a  national 
minimum  exemption  law  stated  in  reasonable  dollar  amounts  with  no  ceiling 
fixed  l)y  the  Banki-nptf  y  Act.  Under  tlie  consumer  protection  acts  passed  by  Con- 
gress in  recent  y("ars  there  has  always  l»een  provision  for  state  laws  providing  the 
consumer  with  protection  bey(»nd  that  which  was  granted  in  the  federal  statute. 
Wi-  see  no  reason  ^^hy  this  approach  should  not  be  taken  in  the  case  of 
txemptions. 

Redemption  of  Collateral 

Section  4-504  of  both  bills  would  introduce  a  new  concept  in  straight  bank- 
ruptcy and  wage  earner  proceedings.  Both  allow  the  debtor  to  redeem  property 
from  a  lien  securing  a  dischargeable  debt  ("consumer  debt"  in  the  Comnii.>^sion's 
Kill)  by  pajang  the  holder  of  the  lien  the  fair  market  value  of  the  propery.  While 
we  can  appreciate  the  valid  social  policy  reasons  behind  this  suggestion  we  are 
■concerned  with  the  potential  for  almse  and  with  the  difnculty  for  the  secured 
creditor  to  litigate  the  matter  eifectiveiy  due  to  cost. 

"We  would  support  this  Section  if  i)urcliase  money  obligations  were  excluded 
fi'om  its  operation.  We  believe  that  this  is  appropriate  because  in  the  ordinary 
purchase  money  situation  the  collateral  is  obtained  in  an  arms-length  transac- 
tion and  is  of  a  value  equal  to  the  debt  at  the  outset  and  the  creditor  has  attempted 
to  match  the  loan  payments  to  collateral  depreciation. 

In  the  case  of  non-purehase  money  obligations  we  assume  that  the  burden  will 
be  on  the  debtor  to  establish  the  fair  market  value  of  the  collateral  as  would  be 
the  case  with  any  other  litigant  seeking  relief  from  a  court  and  on  that  basis  can 
support  the  proposed  legislation  as  it  applies  to  non-purchase  money  obligations. 

Eeaffikmatioxs 

There  are  many  instances  where  a  debtor  for  valid  reasons  may  wish  to  re- 
aflSrm  a  debt  in  a  binding  fashion.  As  an  example,  a  member  of  the  debtor's  fam- 
ily may  have  guaranteed  the  debt  and  the  ci'editor  may  be  willing  to  suspend  ac- 
tion against  the  guarantor  if  the  debtor  reaffirms  and  starts  making  payments. 
We  believe  that  it  would  be  appropriate  to  permit  written  reaffirmations  if  ap- 
proA-ed  by  the  Bankruptcy  Court  within  a  reasonable  time  after  the  tiling  of  the 
petition. 

Discharge 

Section  4-505  of  both  bills  governs  the  question  of  discharge  and  in  both  cases 
the  Sections  (which  are  similar)  would  make  major  changes  in  existing  law.  We 
believe  that  several  of  these  changes  are  appropriate  and  that  several  are  not. 

We  support  changing  the  concept  of  a  discharge  to  an  extinguishment  of  debt 
rather  than  a  bar  to  further  collection  action.  Tliis  is  appropriate  even  in  light  of 
the  1970  amendments  to  Sections  14  and  17  of  the  Bankruptcy  Act  which  did  a 
great  deal  to  end  existing  abuses  but  are,  in  our  opinion,  unnecessarily  complex. 

We  doubt  the  advisability  of  eliminating  the  present  grounds  for  denying  a 
discharge  to  a  business  bankrupt  who  has  made  a  materially  false  statement  in 
writing  concerning  his  financial  condition  but  do  support  the  continuation  of  the 
existing  law  which  precludes  objections  to  the  discharge  of  consumer  bankrupts 
on  that  ground. 

We  are  strongly  opposed  to  the  provision  in  both  bills  which  woidd  permit  dis- 
charges to  be  granted  more  frequently  than  every  five  years  if  the  debtor's  finan- 
cial condition  is  "the  result  of  causes  not  reasonably  within  his  control".'^  The 
Commission's  Note  in  this  regard  is  not  encouraging  as  "excess  of  family  obliga- 
tions over  income"  is  suggested  as  such  a  cause,  a  phrase  that,  in  our  opinion,  de- 
scribes virtually  all  consumer  bankrupts.  Bearing  in  mind  that  losses  are  passed 
on  to  all  consumers  as  a  group  in  the  form  of  higher  rates  of  interest,  we  suspect 
that  this  well-intentioned  effort  vrill  simply  offer  a  loophole  for  the  irresponsible, 
a  problem  that  was  obviously  of  concern  to  the  Commission.'"  One  of  the  purposes 
of  the  Bankruptcy  Act  is  the  rehabilitation  of  debtors  which  includes  the  ability 
to  borrow  in  the  future.  Creditors  will  be  more  likely  to  extend  credit  to  the  bank- 
rupt if  the  creditor  can  be  sure  that  there  will  be  no  new  filing  for  five  years. 


'•'■■  F!potion  4-.50y(a)(7). 

^«  See    Section    4-r)0R(a)  (S) ,    an    attempt    to    deal    with    the   alleged    Irresponsibility    of 
college  graduates,  which  Is  discussed  infra. 
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ExcKPTioxs  TO  Discharge 

The  Commission's  Bill  makes  three  major  changes  of  interest  to  the  banlcing 
industry  (with  the  Judges'  Bill  supporting  two  of  those  changes)  from  the  exist- 
ing .Section  IT  of  the  Bankruptcy  Act.  These  changes  and  our  reasons  for  concern,' 
are  as  follows : 

(a)  The  giving  of  a  false  fi?iancial  statement  by  a  consumer  may  under  the- 
Commission's  Bill  no  longer  be  asserted  by  a  creditor  as  a  ground  for  excepting 
the  debt  from  the  effect  of  a  discharge/'  We  believe  that  a  consumer  should  not 
be  entitled  to  the  benefits  of  a  discharge  with  respect  to  a  debt  owed  to  a  creditor 
that  has  been  willfully  deceived  by  the  consumer  or  that  has  relied  upon  a  false 
financial  statement  prepared  by  the  consumer.  This  is  a  logical  corollary  to  re- 
moval of  the  consmer  from  the  reach  of  Section  4-505  of  both  bills.  We  believe 
that  the  Judges'  Bill  is  preferable  in  this  regard  and  note  that  the  question  of 
reliance  is  specifically  covered  therein." 

( b)  Both  bills  cover  the  question  of  "loading  up",  that  is  the  practice  of  certain 
debtors  of  running  up  substantial  debts  in  the  period  immediately  prior  to  the 
filing  of  the  petition  at  a  time  when  they  were  so  hopelessly  insolvent  that  it  is 
obvious  there  was  no  ability  or  intent  to  repay.  There  has  been  an  attempt  made 
in  both  bills  to  meet  this  problem,  by  providing  that  debts  incurred  within  ninety 
days  of  filing  without  intention  to  repay  and  in  contemplation  of  the  filing  ca.n  be 
exce])ted  from  the  discharge."  It  is  our  belief  that  this  attempt  has  been  reudered 
almost  completely  ineffectual  by  the  requirement  of  a  showing  of  intent  to  file 
a  bankruptcy  proceeding.  We  Avoidd  suggest  that  the  wording  of  this  Section  be 
changed  to  simply  cover  debts  incurred  within  a  reasonable  time  prior  to  the 
time  of  filing  \'iithout  intention  to  repay  at  the  time  they  were  incurred.  We 
assume  that  case  law  will  develop  a  presumption  that  one  who  is  grossly  insolvent 
did  not  intend  to  repay.'" 

(c)  In  both  bills  an  attempt  is  made  to  except  certain  types  of  educational  debts 
from  the  effect  of  a  discharge.  While  there  is  substantial  concern  with  the  ab- 
normally high  delinquency  and  loss  rate  on  student  loans,  it  has  yet  to  be  demon- 
strated that  the  bankruptcy  losses  are  out  of  the  ordinary.  While  vie  recognize 
that  the  idea  of  a  student  receiving  a  valuable  education  and  then  irresponsibly 
refusing  to  repay  the  loans  which  made  this  education  possible  is  reprehensible, 
we  are  nonetheless  opposed  to  this  exception.  This  Section  is  contrary  to  the 
Bankruptcy  Act  policy  of  providing  the  bankrupt  with  a  fresh  start  and  we 
su.spect  that  the  damage  done  to  the  many  "poor  ))ut  honest  debtoi-s"  will  far 
exceed  any  possible  benefit.  We  are  not  persuaded  that  the  "hardship"  exception 
will  be  that  meaningful  due  to  its  vagueness.  Secondly,  this  exception,  in  effect, 
gives  the  government  agencies  (which  are  the  guarantors  of  many  student  loans  i 
and  educational  institutions  privileged  treatment  that  is  not  warranted.  If  the 
.social  utility  of  what  is  exchanged  for  the  debt  is  to  be  determinative  of  dis- 
chargeability then  the  question  can  be  raised  of  whether  it  is  proper  to  discharge 
medical  bills,  food  bills,  etc.  This  proposed  change  simply  suggests  that  if  suf- 
ficient political  pressure  can  be  generated,  a  special  interest  group  can  obtain 
special  treatment  under  the  bankriiptcy  law.  We  belieA^e  that  this  Section  runs 
counter  to  the  general  policy  of  limiting  exceptions  to  discharge  and  grounds  for 
objecting  to  discharge  and  should  be  eliminated. 

Discriminatory  Treatment 

Section  4-508  of  both  bills  has  caused  substantial  and  legitimate  concern  in 
the  credit  industry  as  a  reading  suggests  that  an  inquiry  as  to  prior  bankruptcy 
filings  as  a  part  of  a  credit  review  may  be  precluded.  The  Commission's  Note  indi- 
cates that  this  Section  is  intended  simply  to  cover  discriminatory  treatment  of 
the  type  prohibited  in  cases  such  as  Perez  v.  CampbelV^  Discussions  with  several 
Commission  members  and  employees  have  tended  to  support  this  view.  The  Sec- 
tion should  be  rewritten  as  it  is  a  matter  of  extreme  concern  to  the  banking  in- 
dustry in  its  present  form. 


'■  f-'po    Spption  4-.500Ca). 

T^  Spp  Spctinn  4-.in'6(ii^  (2)  of  the  Judges'  Bill. 

"Section    4-506  (a)  (3  >. 

="  See.  e.c:..  Cravforrl  v.  Darisov-Pa.ron  Co..  16(5  S.E.  872  (19.'?2). 

=1402  U.S.  637  (1971).  The  Supreme  Court  voided  application  of  a  state  motorist's 
responsibility  law  under  the  suprenvncy  clause  of  the  Constitution  because  it  impaired  the 
"fresh  start"  provided  by  the  Banlvruptcy  Act. 
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Chapter  VI:  Plans  foe  Debtors  with  Reguxae  Income 

This  Chapter  of  each  of  the  bills  is  concerned  with  debtors  with  regular  income 
-Who  plan  to  offer  a  composition  or  extension  to  their  creditors  and  is  the  logical 
successor  to  Chapter  XIII  of  the  existing  Bankruptcy  Act.  The  banking  industry 
has  generally  supported  Chapter  XIII  recognizing  both  that  it  enhances  creditor 
recoveries  and  that  it  frequently  permits  the  debtor  to  pay  his  creditors  in  a  re- 
sponsible fashion  and  to  an  extent  preserve  his  credit  rating.  We  generally  sup- 
port Chapter  VI  as  outlined  in  the  two  bills  recognizing  that  there  are  differences 
between  the  two  bills  and  that  the  Judges'  Bill  is  much  more  detailed  in  its  treat- 
ment of  the  subject.  We  do  have  some  areas  of  legitimate  concern : 

(a)  Both  bills  provide  that  the  trustee  will  be  able  to  exercise  various  voiding 
powers  on  behalf  of  the  debtor.^-  We  note  that  the  proi^erty  recovered  from,  for 
example,  a  preferred  creditor,  apparently  will  not  be  distributed  to  creditors  and 
will  simply  result  in  a  windfall  to  the  debtor.  We  think  that  Chapter  VI  should 
contain  explicit  language  limiting  recoveries  under  the  voiding  powers  to  situa- 
tions which  will  benefit  creditors.  It  should  be  made  clear  that  what  is  referred 
to  here  is  a  technical  voiding  action  available  only  under  the  Bankruptcy  Act 
and  that  our  intent  is  not  to  limit  recoveries  where  applicable  state  or  federal  law 
las  been  violated. 

(b)  Section  6-201  of  the  Commission's  Bill  provides  that  the  claims  of  creditors 
secured  by  personal  property  may  be  altered  or  modified.  While  it  is  not  clear  from 
the  Section  or  the  Note  exactly  what  is  contemplated  we  assume  that  the  intention 
is  to  permit  the  curing  of  defaults  and  the  making  of  payments  at  a  reduced 
level.'^  We  recognize  that  such  a  provision  has  been  held  to  be  constitutional  in  a 
different  context,^*  but  are  concerned  about  its  practical  impact.  While  we  are 
troubled  by  the  difficulty  of  the  secured  creditor  in  effectively  protecting  its  rights, 
we  can  support  this  Section  in  light  of  Section  6-204 (b)  which,  as  we  read  it, 
affirmatively  requires  the  administrator  (or  the  court  in  the  Judges'  Bill)  to  find 
that  the  plan  "provides  for  the  preservation  to  each  secured  creditor  affected  by 
the  plan  of  the  value  of  his  claim  against  the  property  of  the  debtor  .  .  .". 

(e)  Section  G-20S  of  the  Commission's  Bill  prohibits  actions  against 
guarantors  to  the  extent  that  the  debt  is  provided  for  by  the  plan.-"  AVe  disagree 
strongly  with  this  Section  on  several  grounds.  To  begin  with,  the  Section  is  so 
broadlv  drafted  that  it  woulcl  appear  to  offer  relief  to  compensated  sureties  and 
endor.sers  of  negotiable  instruments.  It  is  obvious  the  draftsmen  could  not  have 
intended  this  result.  Secondly,  no  provision  is  made  for  protecting  the  rights  of 
the  creditor  where  the  financial  condition  of  the  guarantor  or  the  quality  of  col- 
lateral whicli  has  has  pledged  is  deteriorating.  Finally,  we  think  that  the  con- 
stitutionality of  such  a  Section  is  open  to  question.  What  is  done,  in  effect,  is  to 
extend  relief  under  the  bankruptcy  power  to  someone  other  than  the  bankrupt  by 
impairing  his  obligation  to  a  third  party  (the  creditor).  Substantial  doubt  exists 
whether  the  bankruptcy  power  is  sufficiently  broad  to  offer  relief  to  non-bank- 
rupts who  have  not  submitted  their  property  to  administration.-" 

It  should  be  recognized  that  an  application  for  credit  which  has  a  specific 
weakness  can  be  strengtliened  by  the  addition  of  an  endorser  or  guarantor.  The 
upshot  of  the  Section  is  most  likely  to  be  a  refusal  of  lenders  to  extend  credit 
to  this  kind  of  applicant. 

Conclusion 

We  have  deliberately  attemped  to  limit  our  comments  to  m.atters  relating  to 
the  problem  of  consumer  bankruptcy  as  has  been  requested.  Accordingly  we  have 
not  discussed  many  m.itters  which,  although  applicable  in  consumer  cases,  are 
more  relevant  in  the  business  context,  such  as  involuntary  bankruptcy,  voiding 
povrers.  set  off,  proof  and  allowance  of  claims,  and  distributions.  We  assume  that 
we  will  be  given  an  opportunity  to  comment  on  these  and  related  matters  at  an 
appropriate  time  and,  in  that  regard  plan  to  submit  additional,  more  complete, 
written  material  in  the  future. 


22  Sf^ction  0-101  of  Commission's  Bill  and  Soction  6-601  of  .Tudges'  Bill. 

23  This  would  reverse  the  result  in  cases  which  have  held  that  secured  creditors  must 
te  paid  according  to  the  terms  of  their  contract. 

2*  See  Wrifflit'w  Vnion  Central  Life  his.  Co.,  311  U.S.  273  (1940>  which  upheld  modi- 
fications  of  the  rights  of  secured  credltor.s  under  the  Frazier-Lemke  Act. 

25  Note  that  in  no  instance  other  than  a  fully  secured  debt  will  a  debt  ever  he  fully 
provided  for  as  interest  will  not  accrue  after  filing.  See,  also,  the  definition  of  "extension" 
in  Section  1-102(2."))  of  the  Commission's  Bill. 

26  See  1  H.  Remhiototr.  Banli-uptcy,  Section  11  and  In  re  Nine  North  Church  Street,  Inc., 
82  F.2d  186  (2nd  Cir.  1936). 
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We  appreciate  this  opportunity  to  be  heard  and  thank  you  for  your  time 
and  attention.  We  look  for^\''ard  to  the  opportunits'  to  M'ork  closely  with  the 
Subcommittee  and  its  staff  on  this  important  legislation. 

STATEMENT  OE  WALTER  W.  VATJGHAN,  CHAIEMAN,  AMERICA]!! 
BANKERS  ASSOCIATION  AND  CONSUMER  BANKERS  ASSOCIATION 
TASK  rORCE  ON  BANKRUPTCY  ACCOMPANIED  BY  PATRICK  A. 
MURPHY,  AMERICAN  BANKERS  ASSOCIATION,  AND  JAMES  N. 
RICE,  CONSUMER  BANKERS  ASSOCIATION  TASK  FORCE  ON 
BANKRUPTCY 

Mr.  Vaughan.  I  am  Walter  Vauglian,  a  vice  president,  of  American 
Security  Bank  located  in  Washington,  D.C.,  and  I  am  the  cliairman  of 
both  the  ^imerican  Bankers  Association  (ABA)  task  force  on  bank- 
ruptcy, and  the  Consmner  Bankers  Association  (CBA)  task  force 
on  bankruptcy.  I  am  accompanied  by  Patrick  A.  Murphy,  Esquire,  of 
the  law  firm  of  Cowans,  Poppin,  &  Murphy  of  San  Francisco,  Calif., 
Avho  represents  Bank  of  America  National  Trust  and  Savings  Associa- 
tion as  a  member  of  the  ABA  task  force,  and  James  N.  Rice,  Esquire, 
of  the  law  firm  of  Bingham,  Dana,  &  Gould  of  Boston,  Mass.,  who 
represents  the  first  National  Bank  of  Boston  as  a  member  of  the  CBA 
task  force. 

The  banks  represented  by  these  associations  have  the  significant 
majority  of  the  approximately  $8i  billion  in  outstanding  banking 
consumer  loans  within  their  portfolios. 

Wq  appreciate  having  been  asked  to  appear  before  you.  The  banking 
industry  has  been  active  on  the  cpiestion  of  bankruptcy  reform,  as  is 
evidenced  in  part  by  previously  offered  written  or  oral  testimony  to 
the  Banlvruptcy  Commission.  We  strongly  support  the  position  that 
nev/  and  modernized  bankruptcy  legislation  is  needed,  particularly 
when  no  major  revision  has  taken  place  since  1938.  Our  written  oral 
testimony  today,  by  request  of  the  subcommittee,  is  limited  to  those 
portions  of  the  pending  bankruptcy  legislation  which  relate  to  con- 
sumer bankruptcy,  and  we  intend  to  submit  a  more  complete  statement 
on  the  other  matters,  which  are  more  relevant  from  a  business  context, 
as  well  as  the  court  structure. 

We  look  forward  to  a  continued  working  relationship  with  the  sub- 
committee as  this  important  legislation  is  being  considered  and  evalu- 
ated. We  do  not  believe  that  the  concept  of  the  bankruptcy 
administration,  as  proposed  in  the  Commission  bill,  is  appropriate,  and 
w^e  consider  it  objectionable.  We  strongly  urge  that  the  administration 
of  bankruptcy  matters  remain  in  the  judicial  branch  of  the  Govern- 
ment, and  do  not  believe  that  the  creation  of  an  additional  adminis- 
trative agency  in  the  executive  branch  is  necessary. 

We  object  to  the  unfair  a'dvantage  standard  of  unconscionability  as 
it  is  presently  drafted,  and  submit  that  this  kind  of  disallowance 
sliould  only  be  permitted  if  the  disability  of  the  debtor  is  m.anifest,  and 
the  creditor  knowingly  took  advantage  of  the  inadequacy.  We  are 
generally  opposed  to  the  omnibus  approach,  which  will  create  an  open- 
ended  Federal  law  of  unconscionability  without  reference  to  the  law 
of  the  State  in  question.  We  do  approve  of  an  increase  in  the  wage 
priority  to  $1,200.  We  believe  there  is  merit  in  the  judges'  proposal 
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on  exemptions,  and  we  recommend  a  national  minimum  exemption  law,- 
stated  in  reasonable  dollar  amounts,  with  no  ceiling  fixed  by  the  Bank- 
ruptcy Act. 

We  believe  that  purchase  money  obligations  should  be  excluded  from 
section  4-504,  which  permits  the  redemption  of  collateral  by  the  debtor^ 
and  that  the  burden  of  establishing  the  fair  market  value  of  collateral 
in  nonpurchase  money  obligations  should  be  placed  on  the  debtor.  We 
believe  that  written  reaffirmation  should  be  allowed,  if  approved  by 
the  bankruptcy  court  within  a  reasonable  time  after  the  filing  of  the 
petition.  We  strongly  oppose  any  provision  which  would  permit  dis- 
charges more  frequently  than  every  5  years,  as  we  feel  that  such  a  pro- 
vision will  simply  oflf'er  a  loophole  for  the  irresponsible,  and  will  re- 
strict the  extension  of  credit  to  bankrupts. 

We  do  not  believe  that  a  consumer  should  be  entitled  to  the  benefits 
of  a  discharge  with  respect  to  a  debt  owed  to  a  creditor  that  has  been 
willfully  deceived  by  the  consumer,  or  has  relied  upon  a  false  financial 
statement  prepared  by  the  consumer.  We  do  not  feel  that  ])roof  of 
intent  to  file  a  bankruptcy  proceeding  should  be  required  in  the  loading 
up  provision,  and  would  simply  suggest  that  debts  incurred  within 
a  reasonable  time  prior  to  the  tiine  of  filing  Avithout  ability  or  intention 
to  repay  should  be  nondischargeable. 

We  are  opposed  to  the  student  loan  exception,  as  it  is  contrary  to  the 
fresh  start  approach,  and  provides  privileged  treatment  to  Govern- 
ment agencies  and  educational  institutions  which  is  not  warranted.  If 
the  social  utility  of  what  is  exchanged  for  the  debt  is  to  be  determina- 
tive of  dischargeability,  then  the  question  could  be  Avell  raised  as  to  the 
propriety  of  discharge  of  medical  bills,  and  food  bills,  et  cetera. 

The  section  on  discriminatory  treatment  is  of  extreme  concern  to 
the  banking  industry,  and  should  be  rewritten  to  applj^  to  discrimina- 
tory treatment  by  means  of  motorist  responsibility  laws  and  the  like, 
which  is  what  we  understand  is  what  the  section  was  intended  to  cover. 
While  we  generally  support  Chapter  VI,  which  is  the  successor  to 
Chapter  XIII,  we  do  have  several  comments. 

We  feel  that  Chapter  VI  should  contain  explicit  language  limiting 
recoveries  under  the  voiding  powers  to  situations  where  the  recovery 
will  directly  benefit  creditors.  We  feel  that  we  can  support  the  modifica- 
tion or  alteration  of  claims  of  secured  creditors  if  the  court  is  required 
to  find  that  the  plan  preserves  to  each  secured  creditor  affected  by  the 
plan  of  the  value  of  his  claim  against  the  property  of  the  debtor. 

Th«  prohibition  of  actions  against  the  guarantor  is  objectionable 
on  several  grounds.  It  could  offer  relief  to  compensated  securities  and 
negotiable  instiuments.  No  provision  is  made  for  the  protection  of  the 
creditor  Avhen  the  financial  condition  or  the  assets  of  the  guarantor  are 
deteriorating,  and  Ave  have  substantial  doubt  as  to  whether  the  banlv- 
ruptcy  power  is  sufficiently  broad  to  offer  relief  to  nonbankrupts  Avho 
have  not  submitted  their  property  to  administration.  The  upshot  of 
this  section  could  result  in  the  denial  of  creditor  applicants,  whose  re- 
quests woidd  have  been  strengthened  b}'  the  addition  of  an  endorser  or 
guarantor. 

We  again  express  our  appreciation  for  the  opportunity  to  appear  be- 
fore you,  and  we  look  forward  to  working  with  the  subcommittee  and 
the  staff  on  this  important  legislation.  Thank  you. 
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Senator  Burdick.  Mr.  Vaufi-han,  first  of  all,  I  would  like  to  compli- 
ment you  on  your  summary.  You  hit  the  points  one  at  a  time  and  with 
brevity,  and  I  appreciate  that  very  mucli.  You  liave  made  your  points 
Avelh 

I  h^ave  a  few  questions  at  tliis  time.  In  your  openinj^-  statement,  you 
note  that  a  related  cliang-e  in  botli  hills  would  be  to  extend  the  juris- 
diction of  the  bankruptc_y  court  to  secured  creditors,  and  to  ])0ssess  the 
property  of  the  bankrupt,  which  would  in  appropriate  circumstances 
permit  the  bankruptcy  courts  to  report  to  secured  creditors  and  render 
that  property  to  the  debtor  or  trustee  in  a  straight  bankruptcy  case.  It 
is  also  stated  that  you  support  this  change,  assuming  that  adequate 
safeguards  for  the  secured  creditors  are  contained  in  the  legislation. 
What  safeguards  do  you  recommend? 

Mr.  Yaughax.  We  are  recommending  that  the  value  of  the  secured 
creditor's  claim  against  the  collateral  will  definitely  be  preserved.  That 
is  our  primary  concern. 

Senator  Burdick.  Suppose  it  is  a  farmer,  and  he  has  a  tractor  for 
$500,  a  secured  mortgage — whatever  you  want  to  call  it,  for  $1,000.  It 
is  worth  $500.  Right  no\v,  the  value  can  be  challenged.  Is  that  adequate 
protection  ? 

Mr.  Yattgtian.  In  the  determination  of  the  value,  we  certainly  want 
to  be  assured  that  the  evaluation  of  that  collateral  is  appropriate. 

Senator  Burdick.  What  more  assurance  could  you  give  than  the 
right  of  appeal,  for  example,  to  the  courts  if  necessary?  How  else 
could  you  make  safeguards? 

jMr.MuRPTiY.  Mr.  Chairman,  I  think  the  crucial  point  in  your  hypo- 
thetical of  the  farmer  with  the  $500  tractor  and  the  $1,000  debt  against 
it  is  one  of  who  would  have  the  burden  of  demonstrating  the  value,  and, 
as  we  understand  existing  law,  the  burden  is  usually  on  the  party  seek- 
ing the  continuation  of  the  stay.  The  farmer  would  be  obligated  to 
come  forward  and  demonstrate,  first  the  value,  and  second — this  is  the 
crucial  part  of  it — how  that  value  would  be  maintained  during  the 
period  of  the  stay.  We  can  appreciate  that,  even  where  there  may  not 
he  an  equity  in  the  farmer's  tractor,  the  tractor  may  be  needed  to 
complete  that  year's  harvest,  which  in  turn  may  produce  adequate  pro- 
ceeds for  the  benefit  of  all  creditors.  What  we  are  saying,  by  support- 
ing the  proposition  of  expanded  jurisdiction  with  an  appropriate  pro- 
vision for  the  maintenance  of  values  in  your  hypothetical,  is  that  we 
would  expect  a  determination  of  the  amount  of  depreciation  that 
tractor  would  suffer  during  that  crop  year,  and  would  be  prepared  to 
see  the  farmer  keep  the  tractor  as  long  as  the  amount  of  dei)reciation 
is  reimbursed.  This  is  the  theme  that  Ave  believe  runs  througliout  both 
of  these  bills ;  the  idea  of  maintaining  the  secured  creditor's  position, 
but  of  not  necessarily  permitting  the  secured  creditor  to  pick  up  the  col- 
lateral simply  because  there  may  not  be  an  equity.  We  recognize  that 
there  may  be  situations  where  there  is  no  equity,  but  the  collateral  may 
he  so  crucial  to  the  whole  business  or  to  the  debtor  that  it  is  necessary 
to  continue  to  use  the  collateral  for  rehabilitation. 

Senator  Burdick.  You  are  saying  the  value  should  be  maintained  at 
"the  time  they  file  ? 

Mr.  ISIuRPHY.  At  the  time  of  filing,  and  throughout  the  proceeding, 
there  should  be  the  concept  of  interim  payments,  which  may  or  may  not 
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be  in  the  amount  of  scheduled  payments.  If  it  is  found  that  the  tractor 
will  depreciate  by  $200  durino-  that  crop  year,  then  in  some  sort  of 
periodic  payments  the  creditor  should  be  paid  $200  durino-  that  crop 
year. 

Senator  Bukdick.  I  understand. 

It  is  also  stated  that  the  bankruptcy  court  should  have  no  power  to 
administer  any  secured  creditor's  collateral  unless  there  is  an  ecjuity 
for  the  benefit  of  the  creditors,  unless  of  course  there  is  a  rehabilitation 
proceedinfj  under  Chapter  V  or  VII  of  the  Commissioners'  bill,  or 
Chapter  VI,  VII,  or  VIII  of  the  judges'  bill.  What  precisely  do  you 
mean  in  the  statement,  equity  for  the  benefit  of  creditors  ? 

Mr.  Murphy.  The  concept  there,  Mr.  Chairman — maybe  this  is  not 
completely  clear  from  the  statement — is  tliat  in  a  straight  bankruptcy 
liquidation  we  believe  the  secured  creditor's  collateral  should  not  he 
administered  unless  it  is  clear  that  there  is  an  equity  for  the  benefit 
of  general  creditors  and  that  the  secured  creditor  ought  to  be  able  to 
reclaim  the  collateral,  or  successfully  resist  its  being  turned  over  to 
the  trustee,  if  there  is  no  such  equity.  If  it  is  a  rehabilitation  proceed- 
ing, then,  as  we  just  discussed  with  the  tractor  hypothetical,  it  is  a  bit 
different  situation,  and  we  can  understand  that  there  can  be  circum- 
stances which  would  justify  a  stay. 

Senator  Burdick.  Usually  the  tractor  situation  reverses  the  figures. 
If  it  were  worth  $1,000  and  a  lien  of  $500,  it  would  be  worth  some 
equity. 

Mr.  Murphy.  To  reverse  that ;  yes.  If  that  were  straight  bankruptcy, 
then  it  would  be  appropriate  for  the  tractor  to  be  sold  by  the  trustee. 

Senator  Burdick.  In  your  opening  statement,  you  generally  adopt 
the  position  of  the  conferees  and  bankruptcj^  judges  in  regard  to  the 
judicial  proceeding  processing  bankruptcy  cases.  You  say  specifically, 
you  are  opposed  to  the  Commission  bill  where  the  administrator  would 
serve  as  the  trustee,  unless  a  percentage  of  creditors  desire  the  appoint- 
ing of  a  private  trustee.  Would  you  think  it  is  wise  to  appoint  a  trustee 
in  a  no-asset  consumer. 

Mr.  VaughajST.  No.  We  do  not  necessarily  suggest  that  a  trustee  need 
to^  be  appointed  in  a  non-asset  case.  This  has  arisen  in  our  discussion 
with  our  constituents,  and  we  feel  no  real  need  for  it. 

Senator  Burdick.  I  am  glad  j^ou  have  that  position,  because  I  can  see 
a  wage  earner  coming  in,  hopelessly  in  debt  with  no  assets,  and  it 
would  avail  no  party  anything  to  go  through  the  trustee  process.  Any 
creditor  vrould  have  the  right  to  ask  for  that  process.  I  understand  that. 

Mr.  Vaughan.  Yes,  sir. 

Senator  Burdick.  In  your  opening  statement  you  addressed  the 
question  of  wage  priorities.  I  am  interested  as  to  what  provisions  can 
be  incorporated  in  the  Bankruptcy  Act  wliich  will  provide  for  early 
distribution  to  wage  earners. 

I  also  would  like  to  note  that  you  would  recommend  the  subrogation 
of  rights  in  due  course  for  payroll  checks  in  financial  institutions  with 
overdrawn  payroll  accounts  to  be  recognized  by  statute. 

In  your  experience,  has  this  been  a  serious  problem  ? 

Mr.  Vaughan.  Yes.  I  would  like  IMr.  Murphy  to  reply  to  that.  Again, 
Mr.  Murphy  is  from  California.  The  volume  of  bankruptcy  cases  there 
prepares  him  to  answer  that,  I  would  think. 
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Senator  Burdick.  We  have  no  prejudice  against  a  lawyer  from 
California. 

Mr.  Murphy.  Thank  you,  Mr.  Chairman. 

Breaking  that  question  down  into  its  component  parts,  I  think  the 
first  part  On  the  early  payment  of  payroll  checks  in  itself  is  a  two-part 
question.  In  rehabilitation  proceedings  we  believe  it  would  be  appro- 
priate to  permit  the  ongoing  payment  of  emj^loyees  without  any  inter- 
ruption occasioned  by  the  filing  of  a  petition,  although  there  is  no 
provision  for  such  paj^ment  in  the  current  bankruptcy  law.  It  is  a  very 
standard  practice,  nonetheless,  because  it  is  necessary  for  the  rehabili- 
tation of  businesses. 

In  a  straight  bankruptcy  context,  we  cited  in  a  footnote  section 
65(b)  of  the  Bankruptcy  Act  that  speaks  to  relatively  prompt  divi- 
dends although  in  our  experience  it  is  rarely  applied.  We  believe  that, 
as  soon  as  there  are  adequate  funds  in  the  estate  to  permit  the  bank- 
ruptcy judge  to  assure  himself  or  herself  that  there  are  going  to  be 
adequate  funds  to  cover  the  expenses  of  administration,  a  distribution 
should  forthwith  be  made  to  the  priority  wage  claimants  to  avoid  the 
problem  of  their  having  to  wait  several  years  to  receive  what  is  a  rela- 
tively small  dividend. 

The  second  aspect  of  the  question,  the  subrogation  point,  comes  up 
more  frequently  than  one  would  think.  This  is  really  to  cover  the  prob- 
lem of  the  reluctance  of  financial  institutions  and  businesses  to  cash 
payroll  checks  when  it  is  known  that  the  maker  of  the  check  is  in  finan- 
cial difficulty  and  the  reluctance  of  financial  institutions  to  permit  over- 
drafts on  payroll  accounts  at  a  time  wdien  a  business  customer  is  in  fi- 
nancial difficulty.  We  think  the  subrogation  point  is  a  correct  state- 
ment of  existing  law,  and  we  think  it  would  be  beneficial  to  say  this  by 
statute.  The  result  should  be  a  greater  negotiability  for  payroll  items. 

Senator  Burdick.  I  note  that  you  endorse  the  judges'  proposal  as  to 
exemptions ;  specifically,  that  the  debtor  be  allowed  to  elect  between  the 
Federal  exemptions  or  the  State  exemptions,  whichever  is  higher. 
Would  not  the  provision  in  the  judges'  bill  allow  an  election  o,f  State 
exemptions  of  varying  amounts  and  defeat  the  uniformity  desired, 
where  debtors  may  shop  for  the  most  desirable  form  ? 

Mr.  Vaughan.  Because  of  the  varied  exemption  laws  which  pres- 
ently exist  in  the  States,  we  do  feel  that  there  is  a  requirement  for  some 
form  of  national  minimum,  law.  We  cannot  feel  or  propose  that  there 
should  be  any  objection  to  having  the  States  provide  consumers  with 
protection  beyond  that  which  is  granted  in  the  Federal  statute.  We  do 
feel  that  some  reasonable  dollar  amount  should  be  fixed,  and  we  would 
probably  assume  that  that  reasonable  dollar  amount  floor  would  be 
higher  than  many  of  the  existing  exemptions  at  this  time. 

I  am  not  entirely  certain — let  me  rephrase  that.  I  am  certain,  speak- 
ing for  all  of  the  constituency,  that  basically  some  States  would  not 
like  us  to  recommend  what  would  be  the  highest  exemption  now  exist- 
ing within  a  State  other  than  theirs.  I  just  do  not  feel  that  is  within 
our  ability  to  suggest.  I  do  not  think  that  3^ou  are  going  to  be  able  to 
get  total  uniformity,  because  I  do  not  believe  that  States  are  going  to 
be  receptive  to  the  reduction  in  that  they  feel  that  it  will  not  afford  the 
proper  protection  for  the  consumers  or  their  States ;  and  conversely  I 
do  not  feel  that  some  States  with  lower  minimums  are  going  to  feel  at 
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all  comfortable  with  the  positions  taken  by  the  higher  exemption 
status. 

We  do  have  a  constituency  problem. 
Senator  Bukdi'^k.  Let  me  give  you  an  example. 

I  understand  there  is  one  State  that  has  unlimited  exemption  on  the 
cash  vahie  of  life  insurance  policies.  If  someone  goes  bankrupt  in  a 
State  that  does  not  have  this  exemption  provision,  it  is  very  simple  for 
him  to  go  to  another  State  and  use  that  exemption.  There  is  no  limit. 
Wliat  is  there  for  creditors  under  a  situation  like  that  ? 

Mr.  Murphy.  Mr.  Chairman,  that  theoretically  could  occur,  and 
there  are  a  number  of  other  situations  in  some  States  in  the  IMidwest 
that  liave  extremely  generous  farm  exemptions.  The  State  of  Kansas, 
I  believe,  has  a  160-acre  farm  exemption.  My  only  comment  on  that  is 
that,  with  a  fair  amount  of  experience  in  bankruptcy  court,  I  have  seen 
verv  few  situations  where  debtors  have  moved  to  California  to  take  ad- 
vantage of  the  exemption  law  there  in  a  bankruptcy  proceeding.  I  think 
this  is  a  theoretical  problem  and  a  matter  that  is  not  of  frequent 
occurrence. 

Senator  BttTxDTCK.  What  do  you  think  of  some  type  o,f  uniformity, 
some  floor,  some  ceiling  ?  Woulcl  you  be  in  favor  of  it  ? 

]Mr.  MuRriTY.  We  have  not  reallv  addressed  ourselves  to  tlie  nues- 
tion  of  a  ceilinfj-.  We  reco/rni/e  tbat  our  constituency  ran.o-es  from 
banks  in  States  that  are  fairly  limited  on  exemptions  to  some  iu  States 
that  are  extremelv  generous.  The  banks  tliat  are  from  States  thatare 
generous — the  bank  that  I  represent  is  one  of  those — tend  to  believe 
that  thev  can  live  with  generous  exemi)tion  laws.  ^Ve  seem  to  have  an 
impossi})le  situation  in  trying  to  put  a  ceilin<i  in.  It  would  have  to  be 
pegged  so  hitrli.  Ave  believe,  to  satisfy  Hepresentatives  and  Senatoi'S 
froln  the  liberal  States,  that  we  question  whether  it  is  going  to  be 
feasible. 

Senator  BiTKiurK.  Let  us  ask  the  $64  question.  Would  you  be  in  favor 
of  a  Federal  uniform  exemption  for  bankruptcy  ? 

Mr.  Vatjgitax.  We  would  be  in  favor  of  a  minimum  exemption.  W^ 
Avoukl  be  in  favor  of  a  national  mininmm  exemption  law  stated  in 
rensonable  dollar  amounts.  That  would  be  our  position. 

Senator  BrRDicic.  (riving  the  debtor  the  option  of  using  the  State 
law  if  it  is  more  favorable  to  him  ? 
]Mr.  Vaughan.  Yes. 

Seiiator  Burdick.  Do  you  have  any  suggestion  of  what  a  reasonable 
minimum  would  be? 

Mr.  Vattohan.  None  at  all. 

Senator  Brnninv.  You  endoi"se  part  of  section  4-r)04.  redemption  of 
collateral,  in  botli  the  commission's  and  judges'  bills.  HoAvever.  you 
state  that  you  are  concerned  Avith  the  potential  for  abuse,  and  Avith 
the  difficulty  for  the  .security  ci-editor  to  litigate  the  matter  success- 
full  v  because  of  cost.  Could  you  give  us  an  example  or  some  examples 
of  Avhat  you  mean  in  that  statement? 

Then,  do  you  endorse  the  redemption  of  collateral  by  the  debtor,  at 
least  in  regard  to  n.onpurchase  money  obligations?  You  can  handle 
them  both. 

:VIr.  Vaugiiax.  All  right. 
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Let  me  take  the  second  part  first,  if  I  may.  We  are  asking  that  piir- 
cliase  money  obligations  be  exchided  under  this  redemption  of  col- 
latei-al.  The  rationale  is  that  nnder  a  purcliase  money  interest,  or  under 
a  purchase  money  obligation,  the  debtor  did  shop  in  a  marketplace, 
did  determine  for  himself  tliat  the  price  was  fair,  and  did  contract  with 
a  party  to  purchase  this  particular  collateral.  The  great  majority, 
particularly  in  the  automobile  field,  is  then  financed  through  either  a 
sales  finance  company  or  a  banlv.  In  some  cases  there  are  i-epiircliasc 
agreements  Avhich  require  that  the  collateral  be  returned  to  the  seller 
within  a  specific  peiiod  of  time. 

Tliore  are  ot]ier  areas  hi  the  normal  commercial  practices  and  three 
party  paper  that  we  feel  liave  to  be  looked  at  very,  A-ery  carefully.  We 
do  not  suggest  that  the  bankruptcy  la.AV  should  police  the  particular 
market})lace  because  we  do  feel  and  we  do  support  the  fact  that  if 
there  are  unfair  practices,  price  disparities  that  are  in  fact  nncon- 
scionable,  that  they  will  be  resolved  in  the  bankruptcy  law.  "We  do  in 
turn  feel  that  there  is  significant  legislation  from  both  a  Federal  and 
State  standpoint  to  correct  this  type  of  consumer  nnconscionalnlity, 
if  you  would  speak  to  it  that  wfiy,"in  the  marketplace.  We  do  feel  that 
there  may  be  a  significant  effect  in  the  restriction  of  credit,  if  purchase 
money  obligations  are  included  in  this  redemption  of  collateral.  It  is 
practice  oftentimes  not  to  require  that  a  significant  down  j^ayment 
vrhcn  ]3urchasing  a  contract  fi'om  an  automobile  dealer.  The  volume  of 
business  that  the  automobile  dealer  provides  may  result  in  some  people 
obtaining  loans  or  obtaining  automobiles  that  would  normally  not  be 
considered  under  those  terms  Avithin  a  direct  banJr  loan  relationship. 

We  do  feel  that  there  have  been  abuses  in  the  nonpurchase  money 
area  where  a  creditor  does  attempt  to  secure  his  position  by  taking 
collateral  which  is  already  in  the  ownership  of  the  debtor,  and  may 
in  fact  use  that  collateral  as  a  wedge  or  some  pressure  as  far  as  the  filing 
of  bankruptcy. 

To  avoid  that  type  of  thing  we  would  ask  that  the  debtor  ]3rove  tlie 
value  of  that  particular  collateral,  and  that  that  burden  be  placed  on 
the  debtor. 

Senator  Busdick.  In  the  purchase  money  situation  ? 

Mr.  Vauohan.  We  do  feel  in  the  purchase  money  situation  that  the 
customer  did  go  in,  did  negotiate  in  the  marketplace  to  buy  certain 
goods.  He  did  feel,  we  assume,  that  the  terms  inclusive  of  the  price 
were  fair.  We  are  also  presuming  that  the  schedule  of  payments  from 
tliat  day  in  the  contract  are  appropriate  to  cover  the  depreciation  or 
properly  amortize  the  value  of  that  collateral. 

Senator  Burdick.  Do  you  agree  with  the  procedure  as  far  as  it  ap- 
plies to  other  than  purchase  money  contracts  ? 

Mr.  Vaughax.  We  say  in  other  than  purchase  money  contracts  that 
as  long  as  the  burden  is  placed  on  the  debtor  to  establish  the  fair  mar- 
ket value  then  we  would  be  in  agreement. 

Senator  Btjrdick.  With,  of  course,  the  right  of  appeal  by  a  creditor 
and  an  order  establishing  such  value.  Your  suggestion  that  written 
reiifRrmation  be  permitted  when  approved  by  the  bankruptcy  court 
within  a  reasonable  time  after  the  filing  of  a  petition  seems  to  have 
sufficient  merit  to  earn  further  consideration  by  the  subcommittee.  You 
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state  that  it  is  possible  that  the  statute  should  offer  some  2;uidance  to 
the  court  concerning  when  a  reaffirmation  should  and  should  not  be 
permitted. 

Do  you  have  any  suggestion  as  to  what  those  guidelines  should  be  ? 

Mr.  Vaugiian.  Mr.  Chairman,  we  removed  that  particular  sentence 
from  our  finished  statement  that  was  submitted  today  because,  frankly, 
there  was  some  conflict  among  the  task  force. 

Senator  Burdick.  Are  you  saying  that  that  is  no  longer  operative? 

Mr.  Vaughan.  AVe  faced  this  same  question  and  we  are  not  satisfied 
with  the  answers  that  we  received.  We  feel  that  it  would  be  presump- 
tive on  our  part  to  suggest  this. 

Senator  Burdick.  You  state  that  it  would  be  desirable  to  exempt 
from  discharge  those  debts  incurred  within  a  reasonable  time  prior  to 
the  time  of  filing  without  intention  to  repay  at  the  time  that  they  are 
incurred. 

Would  you  care  to  give  your  opi-nion  as  to  what  would  be  a  reason- 
able time  period  at  the  time  of  filing?  You  know  on  bankruptcy  we 
have  had  a  4-month  period  for  a  long,  long  period  of  time.  I  am  not 
trying  to  put  words  in  your  mouth,  but  what  do  you  think  is  a  reason- 
able time  ? 

Mr.  VAUGHAisr.  We  are  still  saying  that  the  4  months  is  a  reasonable 
period  of  time.  You  are  talking  now  to  the  loading  up  pi'ovision  ( 

Senator  Burdick.  Yes. 

Mr.  Vaughax.  Yes,  sir.  We  do  feel  that  that  4  months  would  be  a 
reasonable  period  of  time. 

Senator  Burdick.  In  4-505 (a)  (7),  you  object  to  "discharge  more 
frequently  than  every  5  years  if  the  debtor's  condition  is  the  result  of 
causes  not  reasonably  within  his  control." 

Is  your  objection  absolute,  or  do  you  feel  that  the  standard  relating 
to  causes  is  just  too  broad  ? 

]\lr.  VAidiTAx.  We  do  find  that  the  language  is  too  brorid,  but  we  also 
feel  very  strongly  that  these  discharges  should  not  be  granted  more 
frequently  than  everv  5  years.  Many  of  our  thoughts  relate  to  the 
feelins:  tliat  creditors  may  be  more  likely  to  extend  credit  to  the  bank- 
rupt if  they  do  not  have  the  threat  of  a  new  filing. 

I  am  not  talking  about  cases  where  creditors  have  perhaps  abused 
that,  but  we  do  feel  that  it  is  necessary  within  the  rehabilitation  of 
these  debtors  that  they  have  some  opportunity  under  certain  credit 
criteria  to  credit.  And,  I  think  that  5  years  is  a  reasonable  period  of 
time. 

We  frankly  feel  that  it  offers — although  it  is  well  intentioned — it 
offers  too  much  of  a  loophole  for  the  irresponsible  debtor  and  when 
considering  this,  we  cannot  find  any  cases  where  it  could  not  be  con- 
strued that  the  causes  were  not  reasonably  within  the  control--the 
language  is  very  disturbing  and  when  you  go  to  the  Commission's 
note  and  the  Commission's  note  speaks  to  excessive  obligations  over 
income  as  one  of  those  causes  not  reasonably  within  control,  it  takes 
on  frightening  connotations  to  us. 

vSenator  IU'KDTck.  ]\Ir.  A^aughan,  we  thank  you  for  your  contribution 
this  morning.  We  thank  you  for  your  summary,  and  your  full  state- 
ment.will  be  considered,  of  course. 

^ir.  Vaughan.  Thank  you,  Mr.  Chairman. 
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Senator  Buedick.  The  committee  will  be  in  recess  just  for  a  few 
^minutes. 

[A  brief  recess  was  taken.] 

After  Recess 

Senator  Buedick.  Our  next  witness  is  Alvin  O.  Wiese,  chairman  of 
the  Subcommittee  on  Bankruptcy  of  the  Law  Forum.  Welcome,  Mr. 

"Wiese. 

Mr.'WiESE.  Mr.  Chairman,  I  appreciate  the  invitation  to  be  present 
here  and  to  address  this  committee.  Accompanying  me  is  Robert  B. 
Norris,  general  counsel  of  the  National  Consumer  Finance  Association. 

I  will  paraphrase  parts  of  our  statement  which  we  have  submitted 
to  the  committee,  and  ask  at  this  time  that  the  entire  statement  be 
incorporated  into  the  record. 

Senator  Burdick.  Your  entire  statement  will  be  a  part  of  the  record 
without  objection.  The  Chair  appreciates  the  suggestion  of  summary. 

[The  prepared  statement  of  Alvin  O.  Wiese  follows :] 

Statement  of  Alvin  O.  Wiese,  Jr..  Chairman  of  the  Subcommittee  on  Bank- 
ruptcy OF  the  Law  Forum  of  the  National  Consumer  Finance  Association, 
Accompanied  by:  Robert  B.  Norris,  General  Counsel,  National  Consumer 
Finance  Association 

My  name  is  Alvin  O.  Wiese,  Jr.  I  am  a  practicing  attorney  witli  the  firm  of 
Styskal,  Wiese  &  Melcliione  in  Los  Angeles,  California.  I  have  actively  practiced 
for  over  twenty  years,  specializing  in  the  field  of  creditor's  rights  and  consumer 
bankruptcy.  As  a"^  regular  part  of  my  practice,  I  frequently  appear  in  bankruptcy 
courts  and  participate  in  numerous  types  of  litigation.  I  am  also  Chairman  of 
the  Subcommittee  on  Bankruptcy  of  the  Law  Forum  of  the  National  Consumer 
Finance  Association,  and  a  member  of  its  Law  Committee;  I  am  also  a  member 
of  the  Consumer  Bankruptcy  Committee  of  the  American  Bar  Association.  Ac- 
companying me  is  Robert  B.  Norris,  General  Counsel  of  the  National  Consumer 
Finance  Association.  The  views  expressed  in  our  statement  represent  to  the  best 
of  our  ability  a  cross-section  of  the  opinion  of  the  member  companies  of  the 
National  Consumer  Finance  Association. 

The  National  Consumer  Finance  Association  (hereinafter  referred  to  as 
NCFA),  organized  in  1916,  is  the  national  trade  association  of  companies  en- 
gaged in  the  consumer  credit  business.  The  Association  represents  nearly  1000 
member  companies  operating  approximately  19,000  loan  and  finance  offices 
throughout  the  United  States.  The  membership  of  NCFA  is  diversified,  ranging 
from  single  small  loan  offices  to  substantial  nationwide  chain  organizations  en- 
gaged both  in  the  business  of  direct  lending  and  the  purchase  of  sales  finance 
paper  on  consumer  goods. 

Although  we  recognize  the  need  t-o  modernize  the  present  bankruptcy  laws  to 
be  more  responsive  to  the  social  and  economic  needs  of  our  present  economy 
we  do  not  subscribe  to  the  approach  which  has  been  recommended  by  tlie  Com- 
mission on  the  Bankruptcy  Laws  of  the  United  States.  We  are  opposed  to  the 
special  and  restrictive  treatment  proposed  against  grantors  of  consumer  credit 
in  S.  235,  sponsored  by  the  National  Conference  of  Bankruptcy  Judges,  and 
S.  236,  prepared  by  the  Commission  on  Bankruptcy  Laws  of  the  United  States. 

Historically,  bankruptcy  laws  were  enacted  to  afford  a  "fresh  start"  to  needy 
and  honest  debtors,  who  through  misfortune  or  circumstances  beyond  their 
control  were  unable  to  meet  their  obligations  as  they  matured.  The  spread  of 
home  mortgage  financing  and  consumer  credit  to  the  majority  of  the  population 
has  increased  the  potential  for  consumer  bankruptcies  and  strained  the  ad- 
ministration of  the  bankruptcy  laws,  but  it  has  not  changed  the  philosophy 
■determining  when  such  relief  should  be  available.  Bankruptcy  relief  is  neces- 
sary for  debtors  wlio  are  over-extended  through  circumstances  not  attendant 
to  their  o\vn  wrong  doing,  and  then  only  if  they  are  willing  to  return  or  sur- 


140 

render  their  assets  for  the  benefit  of  their  creditors,  except  such  portion  as  might 
constitute  the  necessities  of  life  to  enable  them  to  make  a  new  start. 

The  Report  of  the  Commission  on  Bankruptcy  Laws  concludes  that  it  is  neces- 
sary to  expand  the  "fresh  start"  concept  because  of  the  growth  of  consumer  credit 
and  the  increased  need  for  absolute  debtor  relief.  As  the  Commission  Report 
describes  it,  "in  order  to  realize  fully  the  goal  of  rehabilitation,  relief  for  debtors 
must  be  flexible,  comprehensive,  lasting  and  timely."  The  objective  of  the  Com- 
mission is  admirable,  but  it  must  be  legislatively  balanced  to  insure  the  continued 
availability  of  home  financing  and  consumer  credit  upon  which  our  economy  is 
so  dependent,  and  it  must  be  structured  so  as  to  preserve  and  protect  the  rights 
of  creditors  to  their  collateral  and  against  those  who  would  abuse  the  bankruptcy 
process  through  fraud,  deception,  or  dishonesty.  Further,  it  should  be  structured 
to  encourage  sound  money  management  practices  by  consumers.  It  is  our  opinion 
that  the  proposals  of  the  Bankruptcy  Commission,  and  to  the  extent  embodied 
in  the  legislation  before  this  Committee,  if  enacted  into  law,  would  seriously 
undermine  the  availability  of  credit  to  those  who  most  neeed  it,  and  indirectly 
affect  the  ability  of  the  manufacturers  of  goods  and  consumer  products  to  sell 
their  wares  in  the  market  place.  We  believe  that  the  proposals  of  the  Commission 
would  substantially  increase  the  number  of  bankruptcy  cases  filed  by  consumer 
debtors,  which  is  currently  on  the  rise.  See  Appendix  1  to  this  Statement. 

No  matter  what  legislative  approach  is  chosen  by  Congress  for  bankruptcy 
reform  there  remains  a  fundamental  obligation  to  the  people  of  this  country 
to  maintain  and  preserve  a  sense  of  public  morality  in  connection  with  the  exten- 
sion of  credit.  We  choose  to  call  it  "credit  morality."  No  matter  what  relief  may 
be  alforded  to  the  unfortunate  but  honest  debtor,  society  will  continue  to  teach 
and  demand  that  contractual  obligations  be  honored  lest  we  undermine  or  even 
destroy  the  principles  upon  whicJi  the  credit  industry  was  built.  Just  as  a  man  is 
only  as  good  as  his  word  so  our  society  is  only  as  strong  as  the  laws  which  our 
people  are  expected  to  honor  and  obey. 

What  might  happen  if  our  laws  excuse  without  fault  any  dishonesty,  or.  are 
designed  to  promote  bankruptcy  in  a  credit  economy.  With  the  impact  of  inflation. 
Ave  are  already  seeing  evidence  of  public  abandonment  of  credit  morality.  The 
extension  of  credit  is  ba.sed  on  the  assumption  by  the  creditor  that  the  debtor 
is  honest  and  wants  to  repay  his  debts.  The  debtor  himself  has  thus  far  been 
educated  to  strive  for  integrity  in  his  credit  transactions.  Decay  of  these  prin- 
ciples is  illustrated  by  the  material  in  Appendix  2  which  is  a  solicitation  of  the 
American  Bankruptcy  Council  advocating  bankruptcy  and  the  Consumer  Guide 
to  Bankruptcy  by  Herbert  Denenberg,  Special  Advisor  on  Consumer  Affairs  to 
the  Governor  of  Pennsylvania.  Appendix  3.  The  response  of  the  Honorable 
John  Hope  Anderson  of  the  House  of  Representatives  of  Pennsylvania  to  the 
Denenberg  Guide  is  most  appropriate  to  our  point,  namely  that  without  the 
maintenance  of  credit  morality,  whether  through  education  or  legislation,  the 
American  economic  system  is  in  for  serious  trouble.  Appendix  4. 

Within  our  limitations,  we  shall  address  ourselves  only  on  those  matters  of 
primary  concern  to  the  National  Consumer  Finance  Association  as  they  affect 
the  rights  of  consumer  creditors.  AYe  shall  attempt,  where  appropriate,  to  com- 
pare the  approach  taken  by  the  Commission  on  Bankruptcy  Laws  of  the  United 
States  and  the  National  Conference  of  Bankruptcy  Judges  to  the  extent  that 
they  differ. 

As  a  preface  to  specific  areas  of  discussion,  the  consumer  credit  grantor  ha;s 
been  singled  out  for  special  treatment  by  the  two  bills.  We  observe  that  the 
Bankruptcy  Commission  has  given  little  or  no  attention  in  their  Report  or  in 
their  bill  to  the  effect  of  the  1970  Amendments  to  the  Bankruptcy  Act  whereby 
questions  of  dischargeability  are  determined  by  the  Bankruptcy  Court.  The 
Commission  has  likewise  not  given  appropriate  consideration  of  the  effect  of 
the  Bankruptcy  Rules  and  official  forms  which  were  first  published  in  March 
of  1971,  and  became  effective  in  October  of  1973.  The  fact  is  that  the  Bank- 
ruptcy Commission  in  its  own  Report  concedes  that  it  relied  upon  the  studies 
made  by  the  Brookings  Institution  in  its  Report,  "Bankruptcy :  Problem,  Process, 
Reform"  published  in  September  of  1971  which  was  based  upon  studies  made 
prior  to  the  1970  Amendments  to  the  Bankruptcy  Act,  and  the  publication  and 
adoption  of  the  Bankruptcy  Rules.  Based  upon  studies  conducted  prior  to  our 
present  bankruptcy  processes,  the  Commission  has  reacted  to  correct  nonexistent 
abuses  in  the  consumer  credit  field. 
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TREATMENT    OF    SECURED    CREDITORS 

Both  the  Commission's  bill  and  the  Banlcruptcy  Judges'  bill  drastically  re- 
structure the  rights  of  the  consumer  creditor  in  both  straight  bankruptcy  pro- 
ceedings and  Chapter  VI  proceedings  for  debtors  with  regular  income.  In  both 
bills,  Section  4-401  requires  secured  creditors  to  file  claims.  Section  4-501  pro- 
vides for  an  automatic  stay  on  the  enforcement  of  creditors'  lien  rights  under 
their  security  agreements  and  prohibits  them  from  retaking  their  collateral. 
Section  4-402 (c)  of  the  Commission  bill  in  effect  authorizes  the  administrator 
to  place  a  value  on  the  collateral  of  the  consumer  creditor  while  in  Section 
4-402 (d)  of  the  Judges'  bill,  such  authority  is  given  to  the  Bankruptcy  Judge. 
The  key  to  the  problem  from  the  creditor's  point  of  view  rests  in  Section  4-504 
of  both  bills  which  affords  the  debtor  at  his  option,  rather  than  at  the  creditor's 
election,  the  right  to  redeem  the  collateral  from  the  creditor  by  paying  the  amoimt 
fixed  by  the  administrator  or  bankruptcy  judge.  Section  4-504  provides : 

(a)  Right  to  Redeem — The  debtor  may  redeem  property  from  a  lien  se- 
curing a  dischargeable  consumer  debt,  provided  the  property  is  exempt  or 
has  been  abandoned  by  the  trustee,  by  paying  the  holder  of  the  lien  the  fair 
market  value  of  the  property  or,  if  less,  the  amount  of  his  claim. 

(b)  Enforcement  of  Agreement  to  Redeem— An  agreement  providing  for 
the  redemption  of  property  by  the  bankrupt  under  subsection  (a)  may  be 
enforced  against  the  debtor.  A  party  to  the  agreement  may  file  a  complaint 
with  the  court  for  a  determination  that  the  agreement  was  entered  in  good 
faith  and  in  conformity  with  this  Act. 

"When  the  credit  was  extended,  the  creditor  bargained  for  the  position  granted 
to  him  as  a  secured  creditor  under  Article  9  of  the  Uniform  Commercial  Code. 
The  balance  achieved  between  the  debtor  and  creditor  was  carefully  considered 
by  the  draftsmen  of  the  Code,  and  their  recognition  that  most  credit  used  to 
finance  the  level  of  distribution  of  goods  is  lender  credit  from  banks,  finance 
companies  and  factor.^.  Both  the  Judges'  bill  and  the  Commission's  bill  demon- 
strate hostility  toward  the  secured  creditor's  position  apparently  justified  on 
the  alleged  necessity  for  s\\  ift  and  economical  administration  in  consumer  cases. 

Inflation  in  our  economy  has  driven  the  price  of  consumer  goods  to  the  point 
where  their  obsolescence  now  frequently  arrives  before  the  maturity  of  their 
contract  to  pay  for  them.  Creditors  continue  to  extend  contract  terms  to  meet 
the  needs  of  the  consumer  market.  Notwithstanding  his  phenomenon,  both  bills 
essentially  advocate  the  suspension  of  secured  creditor's  rights  in  both  Chapter 
IV  and  VI  proceedings.  To  the  extent  that  these  provisions  alter  the  rights  con- 
tracted for  under  Article  9  of  the  Uniform  Commercial  Code,  the  availability 
of  credit  will  diminish.  A  convincing  example  of  this  is  the  automobile  credit 
market.  Automobiles  represent  substantial  commitments  of  credit  extended  in 
reliance  upon  the  security  in  the  vehicle.  Automobiles  are  mobile,  depreciate 
rapidly,  but  have  substantial  resale  value  after  repossession.  If  the  rights  of  the 
secured  creditor  to  this  collateral  are  suspended  in  whole  or  in  part  through 
the  bankruptcy  process  proposed  by  the  Commission  and  the  Bankruptcy  Judges, 
the  credit  grantor  will  of  necessity  require  higher  down  payments,  and  shorter 
terms  for  payment.  Thus,  substantial  segments  of  the  consumer  market  may 
find  credit  totally  unavailable. 

The  adverse  treatment  of  the  secured  creditor  found  in  both  the  Commisssion 
and  Judges'  bill  under  Section  4-504  gives  to  the  bankrupt  debtor  the  option  to 
determine  whether  he  wishes  to  retain  the  collateral  and  pay  the  creditor  wliat 
the  administrator  or  bankruptcy  judge  determines  to  be  its  reasonable  market 
value  on  the  date  of  the  bankruptcy,  or  surrender  the  collateral  to  the  creditor. 
The  creditor  is  thereby  deprived  of  his  right  to  insist  upon  return  of  the  col- 
lateral in  kind.  We  see  no  rational  basis  for  legislating  a  distinction  between 
consumer  and  commercial  credit  in  dealing  with  the  contractual  rights  of  the 
secured  creditor.  The  creditor  took  the  security  interest  to  be  protected  against 
the  debtor's  default,  and  should  have  the  right  to  look  to  its  security  at  his 
election  in  the  event  of  default.  We  believe  that  the  creditor  has  both  a  tangible 
and  an  intangible  security  interest  in  the  collateral.  Contractual  rights  to  the  col- 
lateral under  the  Uniform  Commercial  Code  are  property  rights  in  the  hands  of 
the  creditor  by  reason  of  his  security  agreement.  While  the  creditor's  tangible 
right  in  his  collateral  is  its  fair  market  value  on  the  date  of  foreclosure,  the 
creditor's  intangible  security  interest  is  the  essence  of  his  security,  his  leverage, 
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his  right  to  have  it  if  the  debtor  does  not  wish  to  pay  for  it  notwithsanding 
what  its  fair  warkec  value  might  be. 

Essentially,  under  both  bills  the  bankruptcy  judge  or  administrator  deter- 
mines the  value  of  the  collateral.  The  expense  of  appraisers  in  consumer  cases 
is  hardly  justified  where  controversy  exists.  The  debtor's  option  to  cause  the 
controversy  and  necessitate  the  use  of  an  appraiser  may  in  itself  effectively 
deprive  the  secured  creditor  of  his  property  rights.  Value  on  the  open  market 
may  be  one  thing,  but  value  to  the  debtor  quite  another,  and  perhaps  the  latter 
is  exactly  what  the  creditor  bargained  for  in  acquiring  his  security  interest,  and 
making  the  extension  of  credit.  AVe  believe  that  the  Commission's  interference 
with  the  creditor's  contractual  rights  are  not  only  unwarranted,  but  may  be 
questionable  on  constitutional  grounds. 

In  Chapter  VI  proceedings  for  debtors  with  regular  income,  the  secured 
creditor  is  prejudiced  both  substantively  and  procedurally.  Under  Section  6-304 
of  the  Judges'  bill,  if  a  claim  is  secured  by  personal  property,  it  must  be  filed 
on  or  before  the  date  set  for  the  first  meeting  of  creditors,  or  it  will  be  treated 
as  unsecured.  In  contrast,  under  Section  6-401  of  the  Judges'  bill,  by  reference 
to  Section  4^401  (b),  unsecured  creditors  have  until  three  (3)  months  after  the 
first  meeting  of  creditors  to  file  their  claim. 

Under  Section  6-301  of  the  Judges'  bill  and  Section  6-201  of  the  Commission 
bill,  the  administrator  or  bankruptcy  judge  possesses  the  right  to  restrain  the 
creditor  from  enforcing  his  security  interest  and  may  reschedule  the  secured 
creditor's  payments  without  his  consent,  altliough  theoretically  he  is  obligated 
to  protect  the  value  of  the  secured  creditors  collateral.  This  deprivation  of  the 
right  of  the  secured  creditor  to  rely  upon  his  collateral  while  it  is  depreciating  in 
value  is  justified  only  on  the  basis  of  expediency. 

PROHIBITION  AGAINST  ENFORCEMENT  OF  RE^VFFIRMATIOX  AGREEMENTS 

In  addition  to  the  absolute  prohibition  against  enforcement  of  any  consensual 
lien  on  "household  goods"  provided  for  in  Section  4-503 (f)  of  the  Commission's 
bill  and  Section  4-503 (h)  of  the  Judges'  bill,  Section  4-507  of  both  bills  provides 
that  any  post  bankruptcy  agreement  between  a  debtor  and  his  creditor  reaf- 
firming all  or  a  part  of  a  discharged  debt  becomes  null,  void,  and  unenforceable. 
Section  4-507 (a)  of  the  Commission  bill  reads  : 

Except  as  provided  in  sections  4-504 (b)  and  4-506(b)  and  notwithstand- 
ing any  other  law  to  the  contrary,  a  debt  extinguished  by  discharge  under 
section  4-506  shall  not  be  revived  reaffirmed  or  be  all  or  part  of  any  bargain 
creating  a  new  debt.  Any  judgment,  whenever  obtained,  that  a  debtor  is  per- 
sonally liable  to  pay  a  debt  extinguished  by  discharge  is  null  and  void. 
An  almost  identical  provision  appears  at  Section  4-507 (a)  of  the  Judges'  lull. 

We  believe  this  to  be  an  unwarranted  and  perhaps  unconstitutional  interfer- 
ence with  the  freedom  of  contract  between  the  debtor  and  creditor.  We  do  not 
subscribe  to  the  belief  that  the  time  has  come  to  enact  laws  abridging  the 
freedom  of  contract  under  the  guise  of  necessary  social  legislation.  The  Bank- 
ruptcy Commission  justifies  this  recommendation  in  its  Report  by  simply  stating : 
"Substantial  evidence  of  the  use  of  reaffirmations  to  nullify  discharges 
has  come  to  the  Commission's  attention.  To  the  extent  reafiirmations  are  en- 
forceable, the  'fresh  start'  goal  of  the  discharge  provisions  is  frustrated. 
Reafiirmations  are  often  obtained  by  improper  methods  or  result  from  the  de- 
sire of  the  discharged  debtor  to  obtain  additional  credit  or  continue  to  own 
property  securing  a  discharged  debt." 
Just  what  these  "improper  methods"  are,  how  often  they  supposedly  occur,  or 
whether  they  are  real  or  feigned,  is  a  matter  for  supposition.  The  fact  remains 
that  under  present  law  a  debtor  has,  and  always  has  had,  both  in  state  court 
forums  and  in  the  Bankruptcy  Court,  the  absolute  right  to  present  evidence  to 
avoid  the  effect  of  reaffirmation  agreements  if  they  are  obtained  by  fraud,  coer- 
cion, or  as  the  Commission  states,  through  "improper  methods."  Since  the  1070 
Amendments  to  the  Bankruptcy  Act  relating  to  dischargeability.  Bankruptcy 
Judges  have  closely  guarded  the  benefits  of  the  discharge  they  give.  To  destroy 
the  freedom  of  the  parties  to  contract  for  the  sake  of  curing  isolated  abuses  does 
not  appear  to  us  to  be  an  appropriate  solution.  If  the  Commission  is  truly  con- 
cerned it  would  seem  suflicient  to  follow  the  pattern  established  by  other  legis- 
lative bodies  to  protect  consumers  against  their  own  indecisiveness  by  allowing 
them  a  "cooling  off  period"  of  3  to  5  days  similar  to  the  legislative  disclosure 
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aDproach  taken  in  connection  with  tlie  right  to  rescind  real  estate  transactions 
under  the  Consumer  Credit  Protection  Act,  or  the  right  to  rescind  door-to-door 
sales  transactions  under  state  Sales  Acts. 

With  respect  to  the  unenforeealDility  of  any  consensual  lien  on  household  goods 
which  was  not  created  for  the  purchase  money  for  those  goods,  both  hills  effec- 
tively preclude  the  debtor  from  using  his  household  goods  for  collateral.  Substan- 
tively, the  bills  are  depriving  the  debtor  of  his  right  to  use  his  property  for 
collateral  as  he  sees  fit.  What  are  household  goods?  They  may  be  essential  or 
necessities  of  life,  or  they  may  not  be.  In  a  given  transaction,  they  may  have  great 
value  or  be  nominal.  Whatever  the  case  is,  we  do  not  believe  that  the  Bankruptcy 
Law  should  attempt  to  interfere  with  substantive  rights,  and  that  the  considera- 
tion of  prohibition  against  the  mortgage  or  encumbrance  of  household  furniture 
or  furnishings  should  be  deleted  from  both  bills. 

Allow  me  ro  comment  from  my  personal  experience  in  representing  creditors 
in  consumer  bankruptcy  preceedings.  Most  frequently,  the  debtor's  counsel  or  the 
debtor  himself  contacts  his  secured  creditor  after  the  filing  of  a  bankruptcy  peti- 
tion. He  expects  to  return  his  collateral  or  negotiate  a  new  agreement  with  the 
creditor  for  its  retention.  Frequently,  only  a  portion  of  the  debt  is  raffirmed  upon 
lower  terms.  Almost  always  the  debtor  is  in  need  of  the  collateral  such  as  furni- 
ture or  an  automobile  and  has  no  reluctance  to  reafiirm.  I  believe,  based  on  my 
experience,  that  most  debtors  who  are  by  unfortunate  circumstances,  compelled 
to  seek  bankruptcy  relief  feel  a  deep  moral  obligation,  particularly  to  secured 
creditors  and  would  prefer  to  deal  with  such  creditors  on  their  own  terms  and 
usually  do. 

What  effect  would  a  law  have  prohibiting  contractually  enforceable  reaffi- 
mations?  I  would  predict  that  most  creditors  would  opt  for  immediate  return  of 
collateral  or  acelerate  the  payment  of  the  value  fixed  in  the  bankruptcy  proceed- 
ing. Down  payment  requirements  on  depreciating  collateral  woiild  be  higher  and 
the  term  of  the  obligation  shorter. 

RESTRICTIONS    AGAINST    COLLECTION    FROM    CO-DEBTORS 

Under  Chapter  VI,  Section  6-403  of  the  Judges'  bill  and  Section  6-208  of  the 
Commission's  bill,  when  a  plan  is  filed  by  a  debtor  with  regular  income,  the 
creditor  is  restrained  from  seeking  any  payment  from  a  joint  obligor  or  guarantor 
so  long  as  the  plan  is  in  effect.  In  effect,  the  bills  invalidate  the  contractual  rights 
between  the  creditor  and  the  co-obligor  or  guarantor  who  is  not  before  the  court. 
The  right  of  a  credit  grantor  to  contract  for  an  additional  obligor  without  inter- 
ference from  the  Bankruptcy  Court  is  a  constitutional  right  that  should  not  be 
suspended  by  this  legislation.  We  believe  that  at  best  the  legislation  proposed  by 
the  Commission  and  Bankruptcy  Judges  in  a  Chapter  VI  plan  could  authorize 
the  co-obligor  or  guarantor  to  subrogate  into  the  plan  in  place  of  the  creditor  to 
the  extent  that  the  co-obligor  or  guarantor  is  called  upon  to  make  payments  di- 
rectly to  the  creditor. 

THE   DEGREE   TO   WHICH   DISCHARGE   SHOULD   BE  ABSOLUTE 

We  are  opposed  to  the  Commission's  recommendation  that  in  consumer  cases, 
with  the  exception  of  debts  incurred  on  the  eve  of  bankruptcy,  the  discharge  to 
be  given  by  the  Bankruptcy  Court  be  absolute  and  without  exception.  Section 
4-506 (a)  (2)  of  the  Commission  bill  states  : 

"A  discharge  extinguishes  all  debts  of  an  individual  debtor,  whether  or 
not  allowable,  except  the  following:  any  debt,  other  than  a  consximcr  de'bt, 
for  obtaining  money,  property,  or  services,  or  an  extension  or  renewal  of 
credit  by  (a)  fraud  or  false  pretenses  or  false  representations  or  (b)   use 
of  a  materially  false  statement  in  writing  respecting  his  financial  condition 
relied  on  by  the  creditor  and  made  or  published  in  any  manner  with  intent 
to  deceive."  (Emphasis.) 
Tlie  approach  of  the  Commision  presupposes  that  it  is  better  to  give  all  con- 
sumer debtors  their  discharge  even  if  the  obligation  to  be  discharged  was  in- 
curred by  reason  of  false  representations  or  false  pretenses,  or  based   upon 
materially  false  statements  in  writing  respecting  their  financial  condition  than 
to  provide  a  forum  within  which  to  try  to  determine  which  debtors  are  honest 
and  which  are  not.  In  its  Report  (p.  176)  in  support  of  this  particular  provision, 
the  Commission  claims  that  "[s]ubstantial  evidence  of  the  abuses  of  this  excep- 
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tion  by  creditors  has  come  to  the  attention  of  the  Commission."  Although  the 
Keport  is  liberally  spriul^led  with  footnotes  indicating  the  authority  for  various 
positions,  this  particular  statement  is  both  unsubstantiated  and  undocumented. 
The  Commission  further  states  (p.  176)  : 

"The  exception  has  also  generated  a  substantial  amount  of  litigation  and. 
has  partially  frustrated  the  'fresh  start'  goal  of  the  discharge.  On  balance, 
the  abu.ses  and  the  harmful  effects  far  outweigh  the  benefit  to  creditors  by 
this  exception.  No  evidence  has  come  to  the  Commission's  attention  that  indi- 
cates the  exception  has  any  prophylactic  effect." 
Once  again,  it  should  not  go  unobserved  that  these  statements  are  also  unsub- 
stantiated and  undocumented. 

We  cannot  believe  that  the  Commission  would  be  inclined  to  grant  a  dishonest 
debtor,  consumer  or  otherwise,  a  discharge  from  those  debts  incurred  through  his 
wrongdoing.  It  seems  to  us  that  the  Commission  is  .simply  saying  that  in  con- 
sumer cases  the  difficulty  of  determining  honesty,  and  ultimately  discharge- 
ability, is  too  difficult,  has  too  many  problems,  and  considering  the  relatiomship 
between  the  consumer  debtor  and  the  corporate  credit  grantor  the  cost  of  the 
loss  occasioned  by  fraud  or  the  dishonest  debtor  can  easily  be  absorl)ed  in  the 
credit  system.  The  National  Consumer  Finance  Association  is  strongly  opposed 
to  the  recommendation  of  the  Commission  to  eliminate  as  a  ground  for  determin- 
ing the  nondischargeability  of  a  debt  in  a  consumer  case,  the  fact  that  the  debt 
was  created  by  false  representations  or  false  pretenses,  or  was  incurred  by  reason 
of  a  materially  false  statement  in  writing  respecting  the  debtor's  financial 
condition. 

The  Commission's  proposal  in  consumer  cases  is  broader  than  just  the  accusa- 
tion that  consumer  credit  grantors  were  found  to  take  statements  of  indebtedness 
for  the  purpose  of  entrapping  a  bankruptcy.  Tlie  Commission  proposes  that  any 
false  representation  to  obtain  credit  in  a  consumer  case  should  be  nonactionable. 
Almost  all  consumer  lenders,  including  credit  unions,  banks  and  consumer 
finance  companies,  take  some  form  of  credit  statement  before  credit  is  extended. 
"With  the  advent  of  restrictions  on  consumer  credit  reporting  contained  in  the 
Fair  Credit  Reporting  Act,  the  diversity  of  consumer  credit  sources,  and  the 
expansion  of  consumer  credit,  the  representatives  of  the  in-ospective  borrower 
become  more  important  and  are  most  frequently  the  only  determination  of  the 
borrower's  outstanding  indebtedness  and  conversely  his  ability  to  repay.  Those 
credit  bureaus  or  reporting  agencies  that  can  be  checked  will  seldom  disclose  the 
existence  of  over-extended  credit  card  accounts,  credit  incurred  in  other  areas  of 
the  country,  or  obligations  owing  to  creditors  who  are  not  members  of  the  re- 
porting credit  bureau. 

Prior  to  the  1070  Amendments  to  the  Bankruptcy  Act  whereby  the  exclusive 
forum  to  determine  tlie  effect  of  the  discharge  was  before  the  Bankrupty  Judge 
who  granted  it.  reports  of  consumer  credit  abuses  concerning  statements  of  in- 
debtedness were  numerous.  We  believe  that  the  evidence  upon  which  the  Com- 
mission based  its  recommendation  was  gathered  prior  to  the  experience  and  prac- 
tices which  exist  today.  Statistics  in  the  Administrative  OflSce  of  the  United 
States  Courts  indicate  that  those  applications  to  determine  dischargeability 
which  are  presently  being  heard  by  Bankruptcy  Judges,  reflect  as  many  instances 
of  debtors  being  denied  dischargeability  of  a  consumer  debt  as  those  in  which  the 
bankrupt  prevails.  From  m.v  own  experience  in  the  trial  of  dischargeability  cases, 
I  can  report  to  you  that  there  are  frequent  situations  in  which  debtors  readily 
admit  that  if  they  had  truthfully  disclosed  their  financial  condition,  they  know 
they  would  not  be  granted  the  credit  extension.  There  are  other  cases  of  false  pre- 
tenses, forged  signatures  and  false  identifications  to  obtain  credit.  Surely  Con- 
gress would  not  propose  to  grant  these  people  a  discliarge  of  the  debt  simply 
because  it  is  too  costly  to  provide  a  forum  in  which  to  litigate  it.  We  believe  that 
a  forum  should  be  preserved  for  a  creditor  to  challenge  the  dischargeability  of  a 
debt  incurred  through  dishonesty. 

Section  4-500  of  the  Judges'  bill  recognizes  the  need  to  determine  the  question 
of  honesty  in  connection  with  the  discharge  of  consumer  debt.  In  their  bill,  they 
do  not  restrict  the  question  of  whether  the  debt  was  incurred  through  false 
pretenses  or  representations,  or  by  means  of  a  written  false  financial  statejnent 
to  commercial  transactions.  They  apply  these  principles  to  all  credit  trans- 
actions— consumer  and  commercial— but  with  one  limitation  which  we  find  un- 
warranted. In  Section  4-506(a)(2),  the  Bankruptcy  Judges  would  limit  the 
creditor's  recovery   to   "new  money   obtained  in  an   extension   or  renewal  of 
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credit  .  .  ."  where  fraud  or  a  false  financial  statement  was  given  to  induce  the 
credit  extension.  This  approach  ignores  the  reality  of  credit  transactions  where 
the  old  obligation  is  renewed  by  the  writing  of  a  new  loan,  a  part  of  the  proceeds 
of  which  pay  off  tlie  old  loan.  Suppose  the  old  loan  was  ulso  procured  through 
fraud.  Tlie  creditor  could  not  base  an  action  upon  it  since  the  note  was  marked 
p\iid  and  returned  to  the  debtor.  Why  should  a  creditor  be  restricted  to  "new 
money"  if  he  can  show  fraud  through  a  series  of  transactions  even  thougli  the 
debt  is  evidenced  only  by  the  latest  note  in  the  credit  renewal  process.  Do  we 
di'-eharge  part  of  the  fraud  'out  not  the  other V  We  see  no  sound  reason  for  this 
limitation.  The  debt  is  the  unpaid  balance  on  the  note.  The  debt  should  either  be 
discharged  or  not  discharged. 

The  bias  with  which  the  Commission  approaches  the  question  of  discharge- 
ability is  demonstrated  by  the  special  treatment  it  recommends  to  prohibit  the 
discharge  within  a  specified  period  of  an  educational  loan.  While  we  agree  that 
■".  .  .  such  abuses  discredit  tlie  system  and  cause  disrespect  for  the  law  and  those 
charged  with  its  administration",  we  cannot  agree  that  only  students  sliould  be 
discouraged  from  disresjiecting  the  law.  Report,  p.  170.  Studesit  loans  are  no 
more  imix)rtant  in  this  context  than  many  other  loans  which  the  Commission 
would  discharge  without  an  opportunit.v  of  ever  examining  the  purpose  or  struc- 
ture in  their  creation. 

We  endorse  the  provisions  of  both  the  Commission's  bill  and  the  Judges'  bill 
which  have  added  to  Section  4-506(a)  (3)  the  provisions  authorizing  the  ad- 
ministrator or  bankruptcy  judge  to  find  that  a  debt  created  on  the  eve  of  bank- 
ru.ptcy  mrh  no  intention  of  repaying  it  is  nondischargeable.  We  are  puzzled, 
liowever,  by  the  90  day  restriction  and  can  see  no  valid  distinction  between  a 
debt  created  91  days  prior  to  bankruptcy  without  intention  of  repaying  it  or  a 
debt  created  within  the  period  of  90  days.  Whether  the  debtor  intended  to  repay 
the  obligation  or  not  at  the  time  of  its  creation  is  a  (juestion  of  fact  that  should 
be  left  unrestricted  for  presentation  to  the  Bankruptcy  Court. 

AUTHORIZ.VTIOX   FOR   REPEATED    FILINGS 

Both  bills  propose  to  shorten  the  present  bar  against  filing  a  subsecpient  peti- 
tion from  six  (G)  years  to  five  (5)  years.  The  Connnission's  Report  offers  no 
.iustificiition  for  this  reduction  in  time,  and  while  this  may  not  be  considered  a 
serious  objection  standing  in  isolation,  it  l)ecomes  a  matter  of  concern  to  this 
Association  in  context  with  other  recommendations  of  the  Commission.  First, 
the  Commission  proposes  that  if  the  consumer  debtor  because  of  circumstances 
beyond  his  control,  in  the  opinion  of  the  Administrator,  needs  relief  in  advance 
of  the  expiration  of  the  five  (o)  year  period,  the  Administrator  may  permit  him 
to  file  a  second  or  subsequent  petition.  Furtheruiore.  in  connection  with  relief 
plans  for  debtors  witii  regular  income,  a  debtor  who  files  for  a  composition 
])roceeding  whereby  he  pays  a  part  but  not  all  of  his  debts,  is  not  prohibited 
from  filing  a  subsequent  bankruptcy  proceeding  at  any  tinie  he  desires  to  do  so. 
Conversely,  a  debtor  who  is  relieved  of  his  obligations  in  a  .straight  bankruptcy 
proceeding,  is  under  no  prohibition  against  filing  a  subsequent  composition  pro- 
ceeding at  any  time.  We  submit  that  the  Commission's  proposal  creates  the  setting 
and  opportunity  for  consumer  debtors  to  remain  in  a  perpetual  state  of  bank- 
ruptcy relief.  In  our  opinion  this  is  not  consonant  with  tlie  purposes  of  the  bank- 
ruptcy process,  economically  unsound  and  unnecessary  for  the  purpose  of  afford- 
ing needy  persons  relief  from  extraordinary  hard.ship.  After  all.  Avhy  was  the 
six  (0)  year  bar  initially  enacted?  Was  it  not  for  the  purpose  of  preventing 
the  creation  of  a  class  of  professional  bankrupts? 

EXEMPTIONS 

The  National  Consumer  Finance  A.ssociation  subsci'ibes  to  the  position  of  the 
Commission  that  exemption  laws  for  the  purpose  of  bankruptcy  throughout  the 
United  States  should  be  uniform.  Traditionally,  and  under  present  law,  the 
determination  of  the  nature  and  amount  of  property  necessary  to  afford  a  debtor 
a  -fresh  start"  following  a  bankruptcy  proceeding  has  been  left  to  the  discre- 
tion of  state  legislatures.  Through  the  passage  of  time,  and  the  legislative 
process,  each  state  has  its  own  exemption  standards,  some  generous,  and  some 
far  too  meager  to  enable  a  bankrupt  debtor  to  commence  the  rehabilitative 
process.  Section  -t-.lOS  of  the  Commission's  proposed  Act  establishes  uniforia 
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exemptions  to  be  used  tliroiishout  the  United  States  in  the  Bankruptcy  process. 
Tliey  appear  to  be  liberal,  but  fair.  In  our  opinion  uniformity  is  necessary  to 
prevent  ".shopping"  for  a  banlvruptcy  forum,  and  in  those  states  with  low  and 
antiquated  state  exemption  laws  it  is  desirable  to  raise  the  standards  to  facilitate 
the  rehabilitative  process  or  "fresh  start"  which  the  Commission  emphasizes  as 
its  theme.  Conver.sely  in  those  states  with  excessive  exem.ptions,  the  attractive- 
ness to  the  debtor  of  the  bankruptcy  process  will  be  reduced  and  the  Commis- 
sion's objective  of  controlling  the  number  of  consumer  bankruptcy  filings  will 
be  aided. 

We  disagree  with  the  appi-oach  taken  by  the  Bankruptcy  Judges  which  would 
allow  state  exemption  laws  to  supersede  those  specified  in  the  Bankruptcy  Act 
if  they  were  more  liberal  to  the  debtor.  Such  an  approach  would  defeat  the 
benefits  of  uniformity.  We  also  believe  that  the  monetary  floor  of  $25,000.00  in 
exempt  property  is  excessive  notwithstanding  our  inflationary  economy.  In  the 
concept  of  insolvency,  $25,000.00  is  not  essential  to  accomplish  the  purpose  of 
bankruptcy  to  allow  the  unfortunate  debtor  to  make  a  fresh  start.  Furthermore, 
whatever  monetary  limit  may  be  placed  upon  the  value  of  exempt  property,  the 
approach  taken  by  the  Bankruptcy  Judges  is  a  static  one.  The  value  of  exempt 
property  should  be  allowed  to  fluctuate  and  by  way  of  illustration  could  be  tied  to 
the  consumer  price  index  so  that  it  could  increase  or  decrease  dependent  iipon 
our  economy, 

DISCRIMINATION 

Both  bills  in  Section  4-50S  provide,  "a  person  shall  not  be  subjected  to  dis- 
criminatory treatment  because  .  .  .".  The  Commission's  Report  states  that  the 
purpose  for  this  Section  is  to  protect  those  who  have  filed  under  the  Bank- 
ruptcy Act  from  obtaining  a  contractor's  license  or  driver's  license  or  the  like 
by  reason  of  a  bankruptcy  proceeding.  The  National  Consumer  Finance  Associa- 
tion believes  that  prohibitions  against  discriminatory  treatment,  being  in  the 
nature  of  civil  rights  legislation,  have  no  place  in  the  Bankruptcy  Act  itself. 
While  the  footnotes  to  the  proposed  legislation  intend  to  circumscribe  its  in- 
tended application,  the  language  of  the  Section  itself  is  broad,  and  we  fear  it  is 
susceptible  to  interpretation  and  misapplication  in  the  field  of  credit  granting. 
The  Commission's  Report  makes  it  clear  that  in  its  opinion  discriminatory  treat- 
ment improperly  frustrates  a  major  policy  of  the  Bankrutcy  Act  and  constitutes 
an  erosion  of  the  "fresh  start"  approach.  In  explaining  the  purpose  of  this  Sec- 
tion, the  Commission's  Report  states :  "Therefore,  the  Commission  recommends 
that  no  one  he  sulijected  to  discriminatory  treatment  because  he,  or  any  person 
with  whom  he  is  or  has  been  associated,  is  or  has  been  a  debtor  or  has  failed 
to  pay  a  discharge  debt  in  a  case  under  the  Act."  The  fact  of  a  bankruptcy  is  a 
fact,  and  it  cannot  be  erased.  The  consequences  of  that  fact  within  the  credit 
industry  are  bound  to  be  interpreted,  correctly  or  incorrectly,  as  discrimination, 
and  lead  to  confusion,  uncertainty  and  litigation. 

Legislative  prohibition  against  discrimination  should  not  form  a  part  of  the 
Bankruptcy  Act.  This  matter  should  be  treated  elsewhere.  For  example,  with 
the  enactment  of  the  Equal  Credit  Opportunity  Act.  Title  V  of  Public  Law  93-495 
(October  28,  1974),  it  is  unlawful  to  discriminate  in  the  granting  of  credit  on 
the  grounds  of  sex  or  marital  status.  Pursuant  to  this  Act,  the  Federal  Reserve 
Board  is  currently  in  the  process  of  promulgating  rules  and  regulations  to 
implement  this  Act.  We  accordingly  believe  that  the  question  of  discrimination 
should  be  left  to  appropriate  regulation  under  other  laws. 

CONCLUSION 

The  National  Consumer  Finance  Association  appreciates  this  opportunity  to 
present  its  viewpoints  concerning  the  consumer  credit  aspects  of  the  Bankruptcy 
Judges'  bill  and  the  Bankruptcy  Commission  bill.  We  believe  that  the  social 
philosophy  adopted  by  the  Commission  as  the  basis  for  their  recommended  legis- 
lation must  be  more  closely  examined.  Under  both  bills  the  rights  between  the 
consumer  credit  grantor  and  the  debtor  must  be  more  closely  balanced  to  avoid 
depressing  the  availability  of  consumer  credit  while  at  the  same  time  maintaining 
availability  of  relief  to  unfortunate  debtors. 

We  would  be  happy  to  attempt  to  respond  to  any  questions  vou  may  have. 
Further,  we  would  be  happy  to  assist  the  Subcommittee  and  its  staff  in  any  way 
we  can  to  achieve  a  balanced  bill. 
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(Appendix  1) 

American  Bankruptcy   CoursCiL. 

San  Francisco,  Calif. 

Bear  Consumer:  Get  out  of  debt  today,  stop  suits,  judgments,  wage  attacJi- 
ments,  and  creditors'  harassment;  yes  today,  start  a  new  life  free  of  all  debt 
worries. 

The  federal  government  provides  two  simple  methods  that  immediately  stop 
your  debt  problems : 

Bankruptcy. — This  law  means  that  once  a  set  of  completed  forms  are  given  to 
the  court,  you  no  longer  need  to  pay  your  bills.  More  than  9,000,000  consumers 
have  used  this  law. 

Chapter  13. — This  law  permits  you  to  consolidate  all  your  bills  including 
taxes,  and  receive  up  to  36  months  to  pay.  This  debt  consolidation  plan  costs  you 
3%  percent  per  year.  More  than  1,000,000  consumers  have  used  this  law. 

California  also  has  two  laws  which  aid  you  when  you  use  these  federal  laws. 

Eofiiestead. — This  law  permits  you  to  keep  up  to  $20,000  of  equity  in  your 
home  after  bankruptcy. 

Exemptions. — This  law  permits  you  to  keep  your  clothes,  furniture,  TV,  radio, 
household  goods,  future  wages,  .$2,500  in  cash,  and  dozens  of  other  items  after 
bankruptcy. 

In  order  to  allow  you  to  file  and  get  out  of  debt,  without  $400  to  $1,500  attor- 
ney's fees,  we  developed  a  highly  successful  method  which  already  has  been  used 
by  over  800  consumers. 

BanJcruptcy  and  Chapter  XIII  kits. — We  created  two  kits,  one  for  bankruptcy, 
the  other  for  Chapter  13,  which  contain  all  necessary  forms  and  legal  information 
you  need  to  successfully  complete  these  actions.  The  kits  answer  120  questions 
about  these  laws. 

Step-hy-step  instructions. — The  kits  have  complete  step-by-step  instructions 
which  show  you  how  to  complete  the  forms,  how  to  keep  your  property,  how  to 
reestablish  credit,  and  tell  you  where  to  file. 

The  attached  fact  sheets  are  intended  to  answer  the  many  questions  we  know 
you  have  about  these  laws.  The  bankruptcy  fact  sheet  was  mailed  to  over  500 
San  Francisco  television  viewers. 

Contrary  to  popular  belief,  there  is  no  present  day  stigma  to  bankruptcy.  Weil 
known  persons,  (Mickey  Rooney,  Craig  Morton,  Cameron  Mitchel,  Dupont,  etc..) 
have  used  this  law.  With  the  sky-rocketing  cost  of  living,  it  is  no  wonder  that 
more  than  750  consumers  file  each  day. 

As  you  can  note,  the  Council's  activities  have  been  reported  in  many  news- 
papers. Numerous  San  Francisco  and  Los  Angeles  television  and  radio  stations 
also  reported  how  the  kits  immediately  stop  debt  problems. 

We  make  two  guarantees :  If  you  can  follow  simple  instructions  you  can  file 
bankruptcy  or  Chapter  XIII.  If,  for  any  reason  you  are  not  completely  satisfied 
w^e  will  immediately  refund  your  money. 

Remember,  you  have  nothing  to  lose  except  your  debts !  Don't  delay,  get  out  of 
debt  and  start  a  new  life  today. 
Sincerely  yours, 

John  J.   Slavicek, 
President,  American  BanJcrtiptcy  Council. 

P.S.  If  after  reading  the  attached  information  you  have  any  further  questions, 
please  do  not  hesitate  to  phone  us. 

Chapter  13  Fact  Sheet 

Question.  What  is  Chapter  13  and  how  long  does  It  take? 

Answer.  Chapter  13  is  a  federal  law  that  permits  you  to  consolidate  all  your 
bills  including  taxes,  and  receive  up  to  36  months  to  pay.  The  fee  is  3%  per 
year.  Filing  is  a  simple  matter  of  completing  a  set  of  forms  and  giving  them  to  the 
court.  Once  the  court  receives  the  completed  forms  you  no  longer  need  to  indi- 
vidually pay  bills  listed  in  the  plan.  Completing  the  forms  takes  one  or  two  eve- 
nings of  work. 

Question.  Are  there  any  requirements? 
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Answer.  Yes,  you  must  be  regularly  employed  and  be  able  to  pay  the  following 
expenses : 

(a)  Normal  living  exjienses — -rent  or  mortgage,  utilities,  food,  clothing, 
gas,  insurance,  alimony,  etc. 

(b)  The  monthly  payment  to  the  court. 

(c)  The  regular  monthly  payment  of  bills  not  listed  in  the  plan.  You  may 
exclude  any  creditors  you  choose. 

Question.  Can  I  consolidate  all  my  bills? 

Answer.  Yes.  There  are  however  two  exceptions ;  the  first  is  a  car  loan,  the  sec- 
ond is  a  cosigned  debt.  If  you  wish  to  consolidate  rhese  debts,  phone  the  creditor 
and  ask  them  if  you  can  place  their  bills  on  your  Chapter  13.  If  they  refuse,  you 
may  still  consolidate  all  other  bills  including  taxes,  but  the  car  and  cosigued  debt 
if  any,  must  be  excluded  fi-om  the  plan.  The  court  allows  you  to  pay  regular 
monthly  payments  to  any  secured  creditor  (auto,  furniture,  appliance,  TV,  .stereo, 
loan,  etc.)  not  listed  in  the  plan. 

Qi/exfion.  How  much  is  the  payment? 

Answer.  Tiie  following  lists  your  monthly  payments.  First  the  consolidated 
total,  then  the  payment  based  on  36  months.  Court  costs  of  3%  percent  per  year 
are  included. 

.$1.00(>— ,$,S0.,-).-) ;  $2.000— $G1.11 ;  $3.000— $91.60 ;  $4,000— $122.22  ;  $5,000— 
$1.52.80;  $6,000— $183.80 :  $7.000— $213.90 ;  $8.000— $244.44 ;  $9,000— $275.00 ; 
$10,000— $305.00;  $11,000— $336.00;  and  $12,000— $366.00. 

Question.  Are  there  any  other  fees? 

Answer.  Yes.  There  is  a  $30  court  filing  fee  which  can  be  paid  in  two  $15  install- 
ments, and  a  $3  notary  filing  charge.  There  are  no  other  fees. 

Question.  Are  the  forms  hard  to  complete? 

Answer.  No.  The  step-b.v-step  instructions  will  show  you  how  to  proceed.  Over 
300  consumers  have  used  the  kit  to  file  Chapter  13. 

Qnestion.  To  whom  do  I  pay?  And  when? 

Answer.  The  payment  is  made  to  the  court  about  one  week  after  giving  them 
the  completed  forms.  They  then  distribute  your  pa.vment  to  creditors. 

Qvrstion.  May  I  skip  a  payment? 

Answer.  Yes.  you  may  skip  one,  two  or  more  payments  during  the  plan. 

Question.  Will  the  court  take  any  of  my  property? 

Answer.  Absolutely  not.  You  may  keep  all  of  your  property,  including  a  home, 
furniture.  TV,  land,  savings,  car,  and  any  other  propert.y. 

Qi'CMtirm.  Who  notifies  my  creditors  and  can  the.v  harass  me  after  filing? 

Answer.  The  court  notifies  your  creditors ;  they  cannot  harass  you  in  any  way. 

Question.  May  I  file  if  sued,  have  debts  in  a  collection  agency,  had  wages  at- 
tached, a  house  in  default  or  foreclosure,  or  any  other  legal  problems? 

Answer.  Yes. 

Question.  Will  the  court  stop  late  charges  and  added  interest  on  past  due  bills? 

Answer.  Yes. 

Question.  May  I  file  if  divorced,  .separated,  married,  widowed,  am  a  non-citizen, 
■or  any  other  civil  status,  or  have  debts  in  another  state  or  city? 

Answer.  Yes. 

Question.  Will  my  credit  rating  be  ruined  for  seven  years? 

Answer.  Absolutely  not !  Chapter  13  is  a  debt  consolidation  plan  which  once 
isuccessfuily  completed  is.  as  reported  by  Sylvia  Porter  "Your  Money"  April  19. 
1974,  "a  plus  on  your  credit  rating."  The  kit  will  also  show  you  several  methods  to 
reestablish  credit  or  bu.v  a  home  after  filing. 

Question.  Do  I  need  to  know  an.y  other  information? 

Answer.  Yes.  If  you  are  a  wage  earner,  on  salary  or  paid  on  commission,  and 
can  meet  the  above  requirements  you  can  file  Chapter  13.  Our  experience  (over 
300  eases)  shows  that  the  ma.iority  of  creditors  are  in  fact  pleased  ,you  have 
taken  steps  to  pay  your  bills  in  an  orderl.v  manner. 

[Editorial  note:  Deleted  from  the  record  is  the  text  of  an  article  appearing 
July  30.  1973.  in  the  San  Francisco  Chronicle  entitled,  "Filing  Bankruptcy — It's 
a  New  Start."] 
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(This  fact  sheet  was  mailed  to  uvei-  jOO  Sau  Francisco  television  viewers) 
Bankrxjptcy  Fact  Sheet 

OitesMow.  What  is  bankruptcy  and  how  long  does  it  take? 

\nswer  Bankruptcy  is  a  simple  process  of  completing  a  set  of  forms  and 
giving  them  to  the  court.  Once  they  are  received  by  the  court  you  no  longer  need 
to  pay  your  bills.  Completing  the  forms  takes  one  or  two  evenings  of  work. 

Question.  Are  there  aiiy  requirements  or  disadvantages  to  lilingV  ,    .  ,  . 

Answer.  Absolutely  not.  Anybody  can  file  at  any  time.  This  is  your  legal  right. 
(One  exception,  you' must  have  lived  in  California  '6  months  and  one  day). 

Question.  May  I  file  without  an  attorney? 

Answer.  Of  course.  This  is  also  your  legal  right. 

Question.  Can  creditors  stop  or  prevent  me  from  filing? 

Answer.  No. 

Question.  Who  notifies  my  creditors  and  can  they  harass  me  after  filing.' 

Answer.  The  court  notifies  your  creditors.  Creditors  must  not  harass  you  in 

any  way.  .        ,        ^  i. 

Question.  Can  tlie  court  refuse  uiy  filing  because  I  am  employed  and  earn  too 

much  money? 

Answer.  Absolutely  not.  By  law  tlie  court  cannot  refuse  your  filing  or  take 
any  future  earnings  to  pay  for  bills  listed  on  the  forms. 

Question.  What  bills  are  eliminated  by  filing? 

Answer.  All  debts  except  the  following: 

1.  Taxes ;  2.  Alimony  ;  3.  Child  support ;  4.  Fines ;  5.  Intentional  injury  to  per- 
sons or  property;  and  6.  Illegal  debts,    (ex:  bounced  checks). 

Question.  ^lust  I  list  all  bills  on  my  bankruptcy? 

Answer.  Yes.  However  you  may  repay  any  creditors  you  choose  after  filing. 

Question.  What  if  I  owe  money  on  furniture,  TV,  stereo,  or  appliances,  am  I 
allowed  to  keep  these  items? 

Answer.  Yes.  You  must  however  either  continue  to  make  the  regular  pay- 
ment or  negotiate  a  new  price  based  on  the  used  wholesale  value  of  the  goods. 
Although  creditors  have  the  right  to  repossess  the  goods,  they  rarely  do,  because 
they  wish  to  avoid  paying  high  moving,  cleaning  and  storage  fees.  They  also  do 
not  wish  to  sell  them  at  the  used  wholesale  price.  If  you  owe  more  on  household 
goods  than  they  are  worth  and  want  to  keep  them,  the  kit  will  tell  you  how  to 
negotiate  and  settle  for  about  50%  less  than  what  was  owed  before  bankruptcy. 
These  new  credit  contracts  are  usually  interest  free. 

Que,stion.  How  many  persons  have  been  successful  in  this  renegotiation? 

Answer.  We  have  had  hundreds  renegotiate  their  contracts  after  filing.  Remem- 
ber, consumer  goods,  furniture,  TV,  stereo,  etc.  lose  about  50%  of  their  value  after 
one  year  of  ownersliip.  Creditors  do  not  want  to  repossess  and  then  be  forced  to 
sell  the  goods  at  "distressed"  prices.  The  kit  will  tell  you  how  to  proceed  in  this 
renegotiation. 

Question.  How  about  my  car? 

Answer.  You  may  keep  your  car  (even  if  leased)  by  continuing  to  pay  the 
monthly  payments,  however  creditors  will  not  usually  allow  you  to  renegotiate 
an  auto  loan. 

Question.  What  if  I  return  consumer  goods,  car,  etc.  I  owe  money  on  ? 

Answer.  You  then  no  longer  owe  any  money.  In  other  woi'ds,  you  either  continue 
to  pay  for  goods  you  owe  on,  renegotiate  the  contract,  or  return  the  goods  and 
owe  no  money. 

Question.  How  about  clothes,  records,  books,  kitchenware,  bedding,  etc.  I 
bought  on  credit,  am  I  allowed  to  keep  these  items  without  paying  for  them? 

Answer.  Yes,  creditors  are  only  concerned  about  consumer  items  that  may  have 
a  monetary  value.  The  above  items  have  little  or  no  value. 

Question.  Are  all  my  other  debts  eliminated? 

Answer.  Yes.  You  do  not  have  to  repay  any  bills,  except  those  you  wish  to  repay 
and  the  six  listed  above.  Among  debts  erased  are  the  following :  student  loans, 
medical,  hospital,  doctors,  signature  loan,  legal  or  court  fees,  deficiency  balances, 
rent,  credit  cards,  credit  union,  bank  or  finance  company,  and  all  other  debts. 


150 

Question.  Do  I  ever  have  to  repay  bills  listed  on  the  forms  : 

Answer,  Not  unless  you  choose  to  do  so.  (There  is  one  exception — if  you  in- 
herit money  or  property  within  six  months  after  filing,  you  may  have  to  use  that 
inheritance  to  repay  the  bills). 

Question.  Are  there  any  filing  fees? 

Answer.  Yes.  There  is  a  $55  court  filing  fee  which  can  be  paid  in  four  monthly 
installments.  There  is  also  a  $7  notary  public  fee.  The  kit  has  the  necessary  forms 
to  pay  this  fee  in  installments. 

Question.  May  I  file  if  sued,  have  bills  in  collection  agency,  had  wages  at- 
tached, or  any  other  legal  problems? 

Answer.  Yes.  Bankruptcy  stops  suits,  judgement,  wage  attachments  and  all 
other  legal  debt  problems. 

Question.  Will  I  lose  my  job,  voting  or  bonding  rights  or  other  civil  liberties? 

Answer.  No,  Many  state  and  federal  laws  protect  your  civil  liberties.  We 
have  had  over  1,200  individuals  file  bankruptcy,  and  to  date  nobody  has  lost 
employment  because  of  filing, 

Questi07i.  May  I  file  if  I  have  debts  in  another  city  or  state? 

Answer.  Yes. 

Question.  May  I  fiile  if  married,  divorced,  separated,  widowed,  unemployed, 
employed,  on  welfare,  a  non-citizen,  or  on  any  other  civil  status? 

Answer.  Yes. 

Question.  May  I  file  on  any  amount  owed? 

Answer,  Yes. 

Question.  May  I  file  if  in  the  middle  of  a  divorce? 

Answer.  Yes. 

Question.  What  if  I  don't  know  all  my  creditors  or  amounts  owed  ? 

Answer.  The  kit  will  show  you  how  to  secure  the  full  list  of  creditors  and  total 
amounts  owed. 

Question.  Should  my  spouse  also  file? 

Answer.  I'es.  California  is  a  community  property  and  community  debt  state. 
The  kit  will  more  fully  explain  this  aspect  of  filing. 

Question.  Will  my  credit  rating  be  ruined  for  seven  years? 

Answer,  Absolutely  not !  Creditors  however,  may  say  this  in  order  to  prevent 
you  from  filing.  The  kit  will  show  you  several  highly  successful  methods  to  re- 
establish credit  within  eight  (8)  to  (12)  months  after  filing,  and  be  able  to  buy 
a  home.  No  federal  or  state  law  prevents  you  from  buying  on  credit  after  bank- 
ruptcy. Remember,  if  you  are  CO  to  90  days  behind  on  your  bills,  have  been 
sued  or  had  wages  attached,  had  a  repossession  or  a  home  foreclosure,  or  have 
del^t  in  a  Collection  agency,  in  all  likelihood  you  cannot  buy  on  credit.  Freeing 
yourself  nf  all  debts  and  all  legal  entanglements  is  the  most  effective  method  to 
reestablish  your  "good  risk"  credit  rating! 

Question.  What  can  I  keep  after  filing? 

Answer.  California  law  allows  you  to  keep  the  following:  California  home- 
stead law  allows  you  to  keep  up  to  $20,000  of  equity  in  your  home  if  married 
or  $10,000  if  fungle  after  filing.  Equity  is  the  value  of  property  beyond  what  is 
o\"Pd  on  it:  for  example  if  you  own  a  $30,000  home  but  yon  owe  $10,000,  the 
ti;20,000  is  your  equity  value.  In  order  to  keep  the  home,  you  must  continue  your 
nnrm.al  (first  and  second)  mortgnge  payments.  The  kit  will  more  fully  explain 
this  law  and  show  you  how  to  homestead  without  $30  to  $70  of  attorneys  fees. 

Tf  you  do  not  owe  money  on  the  following  items,  you  may  keep  them  :  All  furni- 
ture, tables,  lamps,  desks,  sofas,  chairs,  rugs.  TV  (B&W  or  color),  radio,  piano, 
shotgun,  rifle,  appliances,  refrigerator,  washer/dryer,  stove,  bookcases,  orthopedic 
appliances,  beds,  and  drapes. 

In  addition,  you  may  also  keep:  $2,500  in  cnsh,  clothes  (paid  for  or  not),  one 
car  (worth  ,$.350  wholesale),  welfare  &  unemployment  benefits,  future  earnings, 
life  insurance,  house  trailer,  or  mobile  home,  (worth  $9,.500),  pensions,  vnca- 
tion  pay,  necessary  tools  of  trade  or  car  (worth  $2,500),  necessary  for  trade,  and 
m."!ny  other  item.s  after  filing. 

The  kit  hns  the  complete  lisf  of  exemption  codes  and  will  show  you  how  to 
keon  your  property  .ifter  bankruptcy. 

Question.  Do  T  need  to  know  any  other  inform.ntion? 

Answer,  Yes.  If  you  are  overburdened  with  debt:  if  von  are  being  sued,  or 
have  wages  attached;  if  .you  are  hounded  by  creditors;  if  you  cannot  pay  your 
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monthly  bills  because  of  the  astronomical  rise  in  the  cost  of  living;  or  if  you 
simply  want  to  get  out  of  debt ;  free  yourself  of  your  bills  and  start  a  new  life 
today. 

The  step-by-step  instructions  will  show  you  the  following: 

how  to  complete  the  forms 

how  to  homestead  your  home 

where  to  find  notary  public  services 

how  to  sigTi  the  forms 

where  to  file 

how  to  negotiate  with  creditors,  and  all  other  information  you  need. 

Testimonials 

"Thanlv  you  for  a  new  life !" — Mr.  A.,  Oakland,  Calif. 

"We  owed  $3,800  famous  many  other  bills)  to  a  finance  company  which  had  our 
household  goods  and  furniture  as  security  for  the  loan.  As  our  goods  were  only 
worth  about  $500,  the  finance  company  allowed  us  to  keep  the  household  goods 
and  pay  them  $540  in  3G  installments  of  .$15.00  per  month.  Your  portfolio  showed 
us  s(-ep-by-step  how  to  proceed  and  saved  us  $450.00  of  attorney's  fees.  We  heard 
about  your  organization  on  KNEW  "California  Girls." — Mr.  and  Mrs.  V.,  Eohnert 
Park.  Calif. 

"Thank  vou  very  much,  you're  a  lifesaver." — Mr.  and  Mrs.  V.,  San  Francisco, 
Calif. 

"Because  of  suits  and  a  wage  attachment,  we  could  not  pay  our  mortgage  pay- 
ments. -The  bank  sent  us  a  foreclosure  notice  and  we  almost  lost  our  home  until 
we  heard  about  your  service  on  Channel  7  (KGO).  We  filed  bankruptcy  using 
your  kit ;  it  was  so  easy  to  use.  Of  cour.se  we  kept  our  home,  clothes,  car,  and  all 
household  goods." — Mr.  and  JMrs.  A.,  San  Jose,  Calif. 

"Thank  vou  for  .  .  .  your  wonderful  service." — Mr.  and  Mrs.  J.,  San  Francisco, 
Calif. 

"We  consolidated  our  bills  using  the  Chapter  1.3  portfolio  and  reduced  our 
monthly  payments  from  $550  to  $210.  Why  don't  more  people  use  this  law?  The 
Dortfolio  makes  it  so  easy.  We  heard  about  you  on  Channel  5."— Mr.  and  Mrs. 
S.,  Napa,  Calif. 

"Your  Chapter  13  kit  was  a  lifesaver,  we  consolidated  our  bills  and  reduced  our 
monthly  payments  by  $100.  In  effect  we  gave  ourselves  a  $1,200  yearly  raise.  We 
heard  about  you  on  Channel  2.  Many  thanks." — Mr.  and  Mrs.  Y.,  San  Jose,  Calif. 

"When  my  ex-husband  went  bankrupt,  I  was  responsible  for  all  the  bills. 
Naturally  my  small  salary  couldn't  repay  the  debts,  so  I  also  filed.  I  kept  all  my 
furniture,  TV,  radio,  and  even  some  savings.  An  attorney  wanted  to  charge  me 
?500  but  your  kit  was  so  easy  to  use.  I  heard  about  you  on  the  Michael  Jackson 
(L.A.)  show." — Miss  A.,  Los  Angeles,  Calif. 

"Your  kit  showed  me  how  to  file  bankruptcy  without  $350 — attorneys  fee.  I 
kept  my  home,  car,  furniture  and  other  personal  property.  I  heard  about  you  on 
the  Michael  Jackson  (L.A.)  television  show.  Thanks." — Mr.  E.,  Long  Beach, 
Calif. 

Don't  Delay  .  .  .  Get  Out  of  Debt  Todat 

bankkuptcy  portfolio 

The  portfolio  described  below  contains  everything  you  need  to  file  bankruptcy 
without  expensive  ($300-$1,500)  attorneys  fees. 

(1)  A  complete  instructive  manual  which  shows  Jwto,  lohere,  why  and  wlien 
to  file  a  bankruptcy  action. 

(2)  Complete  step-hy-step  instructions  which  guide  you  how  to  complete  each 
form,  when  and  where  to  file,  u?id  horv  to  secure  future  credit. 

(3)  Complete  list  of  California  exemption  codes,  32  exemptions  listing  dozens 
of  items. 

f  4 )  A  complete  set  of  bankruptcy  forms. 

(5)  A  complete  set  of  bankruptcy  worksheets  which  are  to  help  you  file  your 
bankruptcy. 

(6)  A  set  of  forms  which  allow  you  to  pay  court  fees  in  installments. 
•    (7)  Two  California  homestead  forms. 

(8)  An  address  label  sheet  required  by  the  court. 
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CHAPTER    13    PORTFOLIO 

Tlio  portfolio  (lesoribort  below  contains  everything  you  need  to  file  Chapter  13' 
without  expensive  ($.H00-.$7()0)  attorneys  fees. 

(1)  A  complete  instructive  manual  which  shows  how,  tchen,  where,  and  irhu 
to  file  a  Chapter  13  action. 

(2)  Complete  stvp-hij-stcp  instructions  which  guide  you  from  how  to  complete 
each  form,  to  when  and  where  to  file.  A  list  of  California  court  addresses  is  also 
included. 

(3)  A  complete  set  of  Chapter  13  forms. 

(4)  A  complete  set  of  Chapter  13  worksheets  which  are  to  help  file  your  action, 

(5)  Two  California  homestead  forms. 

(6)  An  address  label  sheet  required  by  the  court. 

Clip  and  mail  today  to :  American  Bankruptcy  Council,  2o2.j  Yan  Xess  Avenuer 
Suite  202,  San  Francisco,  Calif.  9410:-) 

Name 

Address 

City  and  State Zip 

Yes,  I  wish  to  file  bankruptcy ;  please  rush  the  portfolio  to  me  so  I  can  get  out 
of  debt ! 

(     )   I  enclose  $."0.00  for  a  single  person — portfolio. 

(      )   I  enclose  $55.00  for  a  husband  and  wife — portfolio. 

(      )   I  enclose  .$60.00  for  a  single  business — portfolio. 

(     )   I  enclose  $70.(jO  for  a  husband  and  wife  business — portfolio. 

(     )   Please  send  C.O.D.   (I  enclose  $5.00  deposit). 

Yes,  I  wish  to  file  Chapter  13;  please  rush  the  portfolio  to  me  so  I  can  consoli- 
date my  bills ! 

(  )  1  enclose  $55.00  for  a  Chapter  13  portfolio  (suitaJjle  for  husband  and  wife- 
or  a  single  person  filing) . 

f     )   Please  send  C.O.D.  ( I  enclose  $5.00  deposit ) . 

Please  answer  if  you  buy  either  the  bankruptcy  or  Chapter  13  portfolio  :- 
Homeowner  (  )  Yes  (  )  No  Married  (  )  Yes  (  )  No  Divorced  (  )  Yes- 
(      )  No. 

Portfolios  mailed  in  plain  luimarked  envelope — please  add  6V!i  percent  sales  tax. 
on  all  kits. 

Complete  money  back  guarantee  if  not  totally  satisfied. 

[From  the  Recorder — Bar  Talk] 
ANOTHER    BOOM    FOR    THE    PUT-UPON    CONSUMER 

''The  American  Bankruptcy  Council  has  opened  offices  here  and  has  as  its  goal 
informing  the  public  about  their  personal  bankruptcy  rights.  ''It  makes  avaihible- 
to  the  public,  a  personal  bankruptcy  portfolio  which  allows  consumers  to  tile- 
their  own  bankruptcy  petition  without  expensive  attorney's  fees.  The  Councir. 
adds  .  .  .  "our  final  goal  is  to  make  consumers  as  knowledgeable  about  personal, 
bankruptcy  as  the  corporations  are  about  business  bankruptcy." 

"Brave  concept,  brave  words."  May  1973. 

[From  the  San  Francisco  Chronicle] 

"This  l)eiug  the  service  era,  ours  is  not  to  overlook  the  opening  of  The  Ameri- 
can Bankruptcy  Council.  Its  purpose  is  to  inform  the  public  about  their  per- 
sonal bankruptcy  rights."  May  1973. 

[From  Ebony] 

".  .  .  Bankruptcy  laws  can  help  the  little  man."' December  1970. 

I  From  the  Now  York  Times] 


wri- 


'This    year    consumer    bankruptcies    have    zoomed    by    substantially    over 
€00%  ...  to  more  than  182,000."  November  1971. 
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[From  Money] 

"When  a  person  is  on  the  financial  rocks  and  pi-ayer  doesn't  work,  wliat  then? 
^One  answer  is  bankruptcy."  July  1973. 

[From  Business  Week] 

■'.  .  .  One  out  of  every  ten  families  is  already  bankrupt  and  doesn't  know  it." 
3Iarch  1972. 

[Fi'om  the  Berkeley  Daily  Gazette] 

"This  is  a  question  being  asked  of  an  article  printed  in  your  newspaper  May  5 
(1973)  titled  'Answer  to  Credit  Quicksand'  (front  page).  My  question  is  what 
if  an  individual  does  not  have  siifRcient  funds  to  apply  fur  bankruptcy':"'  May  1973. 

Dear  W.S.  "Contact  the  American  Bankruptcy  Council  in  San  Francisco  by 
•calling  (415)  441-5175.  They  are  there  to  help  you  work  out  such  details."  (You 
may  pay  the  court  fees  in  installments).  May  1973. 

[From  the  Independent] 
ONE    ANSWER    TO    CREDIT    QUICKSAND 

"How  can  an  individual  protect  himself  from  total  ruin  in  a  dog-eat-dog 
world  where  credit  is  necessary  to  compete,  yet  ever  so  easy  to  over-extend?  There 
is  a  society  in  San  Francisco  which  has  at  least  one  answer.  Declare  bankruptcy. 
The  American  Bankruptcy  Council  stresses  there  are  no  requirements  other  than 
an  individual's  desire  to  tile  his  own  bankruptcy  action.  The  only  thing  you  have 
to  be  is  in  debt."  May  1973. 

(Appendix  2) 

A  Consumer's  Guide  to  Bankruptcy  ob  Going  Broke  in  Order  To  Become 
Solvent  :  The  Federal  Bankkuptcy  Law  in  Biai:ir 

(By    Herbert    S.    Denenberg,    Special   Adviser   to    the   Guvernor    on    Consumer 

Affairs) 

FOREWORD 

Consumers  in  the  United  States  owed  over  $183  billion  dollars  in  mid-1974. 
That's  a  lot  of  debt  to  contend  with  even  in  the  best  of  times.  But  now  consumers 
are  also  struggling  with  high  unemployment,  recession  and  inflation. 

No  wonder  we're  on  the  verge  of  setting  a  record  for  bankruptcies.  The  Ad- 
ministrative OtBce  of  the  United  States  Courts  predicts  that  liscal  year  1975  (July 
1,  1974  to  June  'iO,  1975)  may  set  an  all  time  record  for  the  number  of  bank- 
ruptcy filings.  There  were  189,513  in  fiscal  year  1974  and  the  fiscal  year  1975 
figure  may  be  as  high  as  231,660.  The  previous  high,  208,329,  was  set  in  fiscal  year 

imi. 

In  1967,  the  record  was  attributed  to  overextension  of  consumer  credit.  The 
new  record  will  probably  be  attributed  to  inflation,  reces.sion  and  tlie  sad  state 
of  the  economy.  Regardless  of  the  reason,  consumers  are  in  trouble.  It  has  been 
estimated  that  one  out  of  ten  families  is  in  serious  financial  difficulty.  Bank- 
ruptcy may  be  one  good  answer  for  many  of  these  families. 

There's  one  thing  almost  as  bad  as  not  having  enough  money.  That's  worrying 
about  it.  Consumers  in  debt  need  help  and  this  guide  is  designed  to  help  them. 
By  giving  advice  on  bankruptcy,  it  is  hoped  that  some  of  the  worry  and  hard- 
ship of  the  current  economic  crisis  can  be  eliminated. 

The  information  in  the  Guide  should  inform  those  who  are  unaware  of  their 
rights  under  the  bankruptcy  law  and  should  encourage  those  who  without  good 
reason  are  now  reluctant  to  exercise  these  rights. 

There  is  a  lack  of  knowledge  about  bankruptcy  and  prejudice  against  it  that 
will  probably  keep  over  a  million  people  from  exercising  their  rights  under  the 
law  this  year.  This  is  a  conservative  estimate  in  view  of  the  economic  climate 
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and  the  available  studies  and  statistics  on  resort  to  bankruptcy.  Many  of  the 
people  who  should  consider  bankruptcy  are  the  least  educated  and  most  dis- 
advantaged in  our  society.  About  80%  of  low-income  consumers  buy  on  time^ 
and  many  of  these  people  have  the  greatest  need  for  the  protection  of  the  bank- 
ruptcy law. 

It  is  important  that  the  public  gets  the  facts  about  bankruptcy  and  it  is  unlikely 
that  the  legal  profession,  as  now  organized,  will  undertake  the  needed  consumer 
education  program.  Despite  all  kinds  of  pious  pronouncements,  most  bar  associa- 
tions have  flunked  their  bar  examinations  when  it  comes  to  publishing  consumer 
education  pamphlets  and  materials. 

Nor  is  it  likely  that  lending  institutions  will  publicize  the  availability  of  bank- 
ruptcy. They  are  likely  to  do  the  opposite  and  try  to  encoxirage  consumers  in 
trouble  to  follow  other  alternatives. 

This  guide  is  designed  for  the  hundreds  of  thousands  of  people  who  could  use 
the  help  of  bankruptcy  but  aren't  getting  it  now.  If  you're  in  that  group,  thia 
guide  is  for  you. 

It  is  designed  to  give  the  consumer  a  brief  introduction  to  the  law  of  bank- 
ruptcy. We  hope  you  don't  need  it.  But  if  you're  in  financial  trouble,  you  better 
know  about  bankruptcy  and  you  better  consider  taking  advantage  of  it.  We  won't 
say  "try  it,  you'll  like  it."  We  will  say  know  your  rights  and  act  accordingly. 

Many  people  were  helpful  in  preparing  this  guide.  Although  the  author  assumes 
full  responsibility  for  its  contents,  he  would  like  to  pay  a  special  note  of  thanks 
to  Bankruptcy  Judge  Emil  F.  Goldhaher  of  the  District  Court  of  the  Eastern 
District  of  Pennsylvania  and  Mildred  Glushakow,  Head  Librarian  at  Spring 
Garden  College.  Thanks  are  also  due  to  Frank  S.  Beal.  Secretary  of  Administra- 
tion, for  arranging  the  printing  and  distribution  of  the  Guides  and  to  Richard 
Shultz  and  Key  Ekern  for  other  help  on  this  series  of  Guides. 

YOUB   INTRODUCTION    TO   BANKRUPTCY 

If  yoTi're  in  debt  over  your  head,  one  good  answer  may  be  bankruptcy.  If  it's 
good  enough  for  the  Penn  Central,  a  DuPont  and  a  host  of  celebrities  and  busi- 
nesses, it  may  be  good  enough  for  you  too. 

Bankruptcy  is  a  way  of  getting  a  fresh  start,  of  getting  rid  of  your  old  debts 
and  getting  your  creditors  off  your  back. 

A  debtor  who  goes  into  bankruptcy  can  get  rid  of  all  his  debts,  except  for  a 
few  specific  categories  set  forth  in  the  law.  But  in  return  the  debtor  has  to 
give  up  all  of  his  assets  for  distribution  to  his  creditors,  except  for  those  assets 
which  the  law  permits  the  debtor  to  keep  in  order  to  launch  his  fresh  start. 
The  categories  of  debt  that  cannot  be  wiped  out  by  bankruptcy  and  the  categories 
of  assets  which  the  debtor  does  not  have  to  give  up  even  in  bankruptcy  are  dis- 
cussed in  more  detail  in  Section  I  of  this  Guide. 

Bankruptcy  is  provided  for  in  the  Constitution  and  has  been  spelled  out  by 
Congress  in  a  national  Bankruptcy  Act.  You  have  a  right  to  go  bankrupt  and  it 
may  be  the  answer  for  you. 

But  too  many  people  don't  know  about  bankruptcy  or  are  afraid  to  resort  to  it. 
They  fear  the  luiknown  or  may  think  bankruptcy  is  inunoral  or  tainted  with  a 
stigma.  So  that's  why  this  Guide  was  written.  It  will  explain  the  Bankruptcy 
Law,  give  you  a  good  idea  of  the  advantages  and  disadvantages  of  bankruptcy 
and  tell  you  how  to  proceed  if  you  want  to  go  bankrupt. 

This  Guide  was  prepared  for  the  people  of  Pennsylvania  but  its  general 
principles  are  applicable  everywhere.  This  is  so  because  bankruptcy  is  governed 
by  a  uniform  f'^deral  law,  administered  by  the  federal  courts  and  applicable 
throufrhout  the  LTnited  States. 

A  guide  in  Pennsylvania  is  of  special  importance,  however.  Although  lack  of 
knowledge  about  Imnkruntcy  is  a  national  problem,  the  word  about  bankruT)tcy 
hasn't  gotten  out  here  as  well  as  it  has  in  some  other  states.  One  recent  study 
suggests  that  bankruptcy  is  much  more  likely  to  be  resorted  to  in  Chicago.  Detroit 
and  New  York  than  in  Philadelphia.  This  study  of  1.201  debtors  in  default  found 
the  bankruptcy  rate  to  be  12.7  percent  in  Detroit.  10  percent  in  Chicago,  3  per- 
cent in  New  York  and  2  percent  in  Philadelphia.  In  other  words,  in  the  group 
studied  bankruptcy  was  six  times  more  likely  in  Detroit  than  Philadelphia. 

One  important  reason  suggested  for  the  difference  is  lack  of  knowledge  about 
the  bankruptcy  law.  After  you  learn  what  bankruptcy  is  all  about,  you  may 


155 

find  it's  Vvhat  your  situation  requires.  Bankruptcy  may  bo  the  inflation  fighter 
tip  you  need  but  may  have  missed. 

Another  reason  bankruptcy  is  not  used  is  the  stigma  attached  to  it.  Some  years 
ago  an  Office  of  Economic  Opportunity-sponsored  legal  program  in  Washington, 
D.C.  tried  to  offer  debtors  in  deep  financial  trouble  the  solution  of  bankruptcy. 
Only  one  of  every  four  of  those  approached  decided  to  go  bankrupt.  If  the  public 
better  understood  the  purpose  and  nature  of  bankruptcy,  this  stigma  may  largely 
disappear. 

The  following  discussion  should  give  you  the  basic  rules  of  bankruptcy  and 
how  to  get  more  information  and  help  if  you  think  it  might  be  a  good  answer 
for  you. 

/.  What  hankruptcy  does  for  you. 

Bankruptcy  is  designed  to  wipe  out  your  debts  and  give  you  a  fresh  start;  but 
there  are  some  debts  that  will  not  be  wiped  out,  and  limits  to  how  much  property 
will  be  free  from  the  claims  of  your  creditors.  So  figure  out  where  you'll  stand 
after  bankruptcy. 

The  fresh  start  of  bankruptcy  is  subject  to  some  heavy  qualifications. 

(A)  OhUgations  Note  Wipe  Out  By  Bankruptcij. — The  first  important  quali- 
fication is  that  all  debts  are  not  wiped  out  by  bankruptcy.  The  six  classes  of  debts 
that  you'll  still  be  responsible  for  even  after  bankruptcy  are  : 

State  and  federal  taxes  (due  within  the  last  three  years)  ; 

Fines  and  penalties  arising  out  of  criminal  violations  and  traffic  offenses ; 

Child  support ; 

Alimony  ; 

Debts  arising  from  willful  and  malicious  acts  ;  and 

Debts  incurred  by  fraud  or  false  pretenses. 
There  is  one  other  special  category  of  obligations — secured  debts.  Examples  are 
a  mortgage  on  your  home  or  an  encumbrance  on  your  car. 

The  creditor,  even  if  there  is  a  bankruptcy,  can  still  go  after  secured  property. 
If  you  have  property  subject  to  a  mortgage  or  other  security  device,  you  may  have 
to  give  the  property  back  to  get  rid  of  the  debt.  However,  once  the  property  is 
returned  or  foreclosed,  you  are  no  longer  obligated  on  the  debt. 

(B)  What  Yoii  Can  Keep  Even  If  You  Go  Bankrupt. — In  addition  to  debts 
which  are  not  wiped  out,  the  bankruptcy  court  can  use  all  of  your  assets  to  pay 
debts,  except  for  the  property  specified  in  the  exemption  statute  of  your  state  of 
residence  and  in  special  federal  laws.  Although  federal  law  controls  bankruptcy, 
it  also  recognizes  the  exemption  lav/s  of  the  individual  states. 

Property  exempted  under  Pennsylvania  law  from  claims  of  creditors  is  as 
follows :  wearing  apparel,  sewing  machines,  ail  Bibles  and  school  books  in  use 
by  the  family  and,  in  addition,  $300  in  real  or  personal  property.  Insurance  poli- 
cies and  annuities  are  also  exempt  provided  the  beneficiary  is  a  child,  spouse  or 
dependent  relative.  In  addition,  $100  per  month  on  the  proceeds  of  life  insurance 
and  annuities  are  exempt,  as  well  as  certain  pension  benefits. 

In  Pennsylvania  if  the  husband  and  wife  own  real  estate  or  personal  property 
in  wj'iat  is  called  an  estate  by  the  entirety,  sucli  property  cannot  be  reached  by 
creditors  unless  the  debt  is  owed  by  both  the  husband  and  wife.  In  other  words, 
the  husl)and's  creditors  cannot  reach,  say,  a  home  owned  by  husband  and  wife  as 
an  estate  by  the  entirety. 

You  may  also  keep  any  w^ages  and  commissions  earned  after  the  date  of  filing, 
for  bankruptcy. 

There  are  also  certain  exemptions  created  by  federal  law.  These  include  Social 
Security  payments,  veterans  benefits,  pensions  or  annuities  under  the  Railroad 
Retirement  Act  and  federal  government  retirement  plans,  among  others. 

The  federal  exemptions  apply  in  every  state,  but  state  exemptions  vary  widely. 
Pennsylvania's  exemptions  certainly  have  not  kept  pace  with  inflation  and  do  not 
compare  well  with  other  states  such  as  Arizona,  California,  Idaho,  Nevada, 
North  Carolina  or  Wisconsin. 

For  information  about  the  exemption  laws  of  other  states,  see  reference  1  or  2 
in  the  bibliography  which  follows. 

//.  What  will  it  cost? 

It  may  cost  $200  or  more  to  go  bankrupt  if  you  use  a  lawyer,  but  you  may  be 
able  to  do  it  on  your  own  for  $.30.  Many  will  want  and  need  a  lawyer  to  handle 
their  bankruptcy. 
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A  la^^T<'l■'«  ^fe  for  a  fairly  simple  bankruptcy  may  run  about  $200  to  $300. 
Tlie  law  requires  that  lawyers'  fees  be  reasonable  and  they  are  subject  to  regu- 
lation by  the  bankruptcy  court.  In  addition,  the  filing  fee  in  Federal  District 
Court  is  $50.  Those  who  are  unal)le  to  pay  the  $50  fee  in  advance  may  be  able 
to  get  permission  from  the  Court  to  pay  it  in  monthly  installments. 

Many  experts  feel  the  lawyer's  fee  is  well  worth  it.  A  good  lawyer  will  fill  out 
the  forms,  fully  advise  you  and  help  make  sure  you  will  not  make  any  slip-ups 
that  will  create  serious  problems  or  prevent  you  from  getting  your  debts  wiped 
out.  He  will  provide  you  with  psychological  as  well  as  legal  security. 

If  you  have  a  fairly  simple  bankruptcy  involving  only  a  few  debts  and  no 
complications  on  which  you  might  need  legal  advice,  there  is  no  reason  why  you 
can't  do  it  yourself. 

Anyone  going  the  do-it-yourself  route  will  have  to  get  hold  of  a  book  that 
explains  how  to  proceed  on  your  own  bankruptcy. 

Two  books  tliat  might  be  consulted  are  "The  Layman's  Guide  to  Bankruptcy" 
by  Burger  and  Slavicek,  or  "Wipe  Out  Your  Debts  and  Make  a  Fresh  Start" 
bv  Meyers. 

The  forms  that  have  to  be  filed  to  go  through  a  bankrurttcy  can  be  obtained 
from  a  legal  stationery  store  or  from  some  of  the  publishers  of  books  about 
credit  and  bankruptcy.  There  are  different  form  for  business  and  personal 
bankruptcies.  (Several  addresses  of  sources  of  forms  appear  in  the  Appendix  to 
this  Guide.) 

There  is  a  compromise  between  having  a  lawyer  represent  you  and  doing  it 
yourself.  That  compromise  is  to  fill  out  the  forms  and  have  them  checked  out 
by  a  lawyer  before  filing.  In  a  simple  case  you  may  be  able  to  get  a  lawyer  to 
look  the  forms  over  for  about  $50. 

As  you  might  guess,  lawyers  typically  demand  their  fees  for  bankruptcy  cases 
in  advance.  You  need  money  even  to  go  bankrupt.  One  expert  suggests  any  lawyer 
not  smart  enough  to  demand  payment  in  advance  isn't  smart  enough  to  handle 
a  bankruptcy  case. 

Low-income  debtors  who  can't  afford  to  jiay  an  attorney  may  be  eligible  for 
free  legal  advice  from  organizations  like  Community  Legal  Services  and  the 
Legal  Aid  Society. 

in.  The  mechanics  and  procedures  of  Mnlcruptcij 

The  procedure  for  bankruptcy  consists  of  filing  necessary  forms  with  the 
Federal  District  Court,  a  hearing  by  the  court  and  a  court  order  that  results 
in  wiping  out  your  debts  except  for  the  categories  previously  mentioned. 

The  forms  that  are  filed  to  commence  bankruptcy  ask  for  detailed  information 
about  the  would-be  bankrupt.  All  debts  and  assets  of  the  debtor  must  be  listed 
and  the  information  is  submitted  under  oath,  subject  to  the  penalties  of  perjury. 

This  filing,  which  is  referred  to  as  a  voluntary  petition  in  bankruptcy,  is  to 
be  filed  in  Federal  District  Court  in  the  district  in  which  the  debtor  has  his 
residence,  domicile  or  principal  place  of  business  for  the  six  months  immediately 
preceding  the  date  of  filing  (or,  if  more  than  one  district  is  involved,  the  one 
in  which  he  spent  the  greater  part  of  the  last  six  months).  The  $50  fee  is  paid 
upon  filing. 

In  Pennsylvania  there  are  three  federal  districts,  an  Eastern,  Middle  and 
Western  district,  with  their  courts  located  in  Philadelphia,  Scranton  and  Pitts- 
burgh, respectively.  There  is  a  Deputy  Clerk  of  Court  located  in  Harrisburg 
and  Williamsport  for  the  Midddle  District,  and  Erie  for  the  Western  District. 
Bankruptcy  forms  can  be  filed  in  any  of  these  locations. 

You  and  your  creditors  will  then  be  notified  by  the  Court  and  a  hearing  will 
usually  be  held  a  few  weeks  after  filing.  At  that  hearing  the  bankruptcy  judge 
makes  sure  your  papers  are  in  order,  and  the  person  filing  is  subject  to  exami- 
nation under  oath  by  the  judge  and  creditors.  (A  creditor,  for  example,  may  claim 
you  are  concealing  assets  or  have  submitted  erroneous  information  on  your  forms.) 
In  the  typical  case,  however,  creditors  do  not  show  up  and  the  hearing  lasts  for 
only  about  15  minutes. 

If  you  have  assets  which  are  not  exempt,  the  court  will  take  them  over  and  use 
them  to  pay  your  creditors. 

Within  about  60  days  after  the  hearing,  the  court  issues  what  is  called  a  dis- 
charge in  bankruptcy.  Some  greet  a  bankruptcy  discharge  with  the  same  joy  as 
an  army  discharge.  This  wipes  out  or  discharges  all  debts  (except  taxes  and 
the  other  special  exceptions).  The  bankruptcy  court  can  also  issue  orders  to 
prevent  your  creditors  from  trying  to  collect  debts  or  otherwise  harassing  you. 
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rv.  Bankruptcy  can  be  a  lifesaver 

There  should  be  no  stigma  attached  to  bankruptcy  and  you  should  not  hesitate 
to  resort  to  it  if  you  need  it. 

Some  observers  have  said  that  bankruptcy  is  as  American  as  apple  pie.  This 
may  be  somewhat  of  an  overstatement,  but  most  legal  experts  would  certainly 
agree  that  bankruptcy  is  part  of  our  system  and  a  perfectly  respectable  legal 
procedure. 

The  Supreme  Court  of  the  United  States,  itself,  has  explained  the  basic  purpose 
(jf  the  IJaukruptcy  Laws :  "One  of  the  primary  purposes  of  the  Bankruptcy  Act 
is  to  'relieve  the  honest  debtor  from  the  w^eight  of  oppressive  indebtedness,  and 
to  permit  him  to  start  afresh  free  from  the  obligations  and  responsibilities  con- 
sequent upon  business  misfortunes.' " 

The  Court  explained  further :  "The  new  opportunity  in  life  and  the  clear  field 
for  the  future  effort,  which  is  the  purpose  of  the  bankruptcy  act  to  afford  the 
eniaiuipated  debtor,  would  be  of  little  value  to  the  wage  earner  if  he  were  obli- 
gated to  face  the  necessity  of  devoting  the  whole  or  a  considerable  portion  of 
his  earnings  for  an  indefinite  time  in  the  future  to  the  payment  of  indebtedness 
incurred  prior  to  that  bankruptcy." 

This  fresh  start  concept  can  be  traced  back  as  far  as  the  Bible,  which  sug- 
gests the  foregiveness  of  debtors  every  seven  years. 

Bankrupt  ex-millionaires  recognize  the  importance  of  the  fresh  start  concept 
and  so  should  you.  After  William  Zeckendorf's  real  estate  empire,  Webb  and 
Knupp,  Inc.,  went  into  bankruptcy,  he  is  reported  to  have  said :  "I  did  not  put 
my  brain  into  bankruptcy."  He  was  already  thinking  of  new  schemes  and  new 
businesses. 

Even  your  creditors  expect  bankruptcies.  A  loan  ofiicer  who  makes  loans  to 
people  who  never  go  bankrupt  would  be  accused  by  his  superiors  of  being  too 
strict  in  granting  credit.  Just  as  insurance  companies  expect  fires  and  accidents, 
lending  institutions  and  other  creditors  expect  bankruptcies.  And  over  10.3  million 
of  those  bankruptcies  have  come  to  pass  in  the  United  States. 

Business  and  lending  institutions  do  not  hesitate  to  resort  to  bankruptcy  when 
it  serves  their  purposes,  and  neither  should  you.  The  suggestion  of  stigma  has 
probably  been  generated  by  these  same  businesses  and  lending  institutions  who 
want  TO  collect  their  debts,  but  who  wouldn't  hesitate  15  seconds  to  go  into  bank- 
ruptcy themselves  if  it  was  to  their  advantage. 

A  veteran  Federal  Bankruptcy  Judge  in  Philadelphia,  Emil  F.  Goldhaber, 
told  nie  he  was  amazed  at  how  many  people  end  up  in  bankruptcy  court  with 
no  tissets  and  with  $10,000  to  $15,000  in  debts  to  lending  institutions.  He  some- 
times feels  that  the  people  who  come  before  his  court  have  had  credit  jammed 
down  their  throats. 

Perhaps  some  of  the  stigma  of  bankruptcy,  if  any,  should  fall  on  the  businesses 
and  lending  institutions  that  embrace  bankruptcy  for  everyone  but  the  consumer 
and  grant  credit  all  too  freely.  And  these  businesses  and  lending  institutions  can 
ease  that  stigma  because  bad  debt  losses  are  usually  tax  deductible. 

Even  if  you  fear  the  stigma  of  baniiruptcy,  your  friends  may  not  even  know 
you  are  bankrupt.  The  typical  bankruptcy  receives  little  publicity  although  it  is 
a  matter  of  public  record  and  will  apiicar  in  legal  publications  that  report  on 
court  proceedings,  and  may  appear  in  other  publications.  As  indicated  earlier, 
however,  all  creditors  are  notified  of  the  bankruptcy. 

Advertisers  often  tell  you  who  uses  their  pi'oducts.  If  someone  was  advertising 
bankruptcy,  any  of  the  followiug  celebrities  might  have  been  signed  up  at  one 
rime  to  yive  a  pitch  on  how  or  why  they  went  bankrupt :  Mickey  Rooney,  Lance 
Alworth,  Craig  Morton,  Eddie  Fisher,  Betty  Hutton.  George  Sanders,  Les  Crane, 
Gordon  Johncock,  and  yes,  even  a  Dupont  of  Delaware.  Bankruptcy  isn't  reserved 
for  bluebloods,  businesses  and  celebrities.  It  is  a  fine  old  institution  that  can  work 
for  you,  too.  The  list  of  now  successful  businessmen  who  once  went  bankrupt 
could  fill  a  volume  of  "Who's  Who." 

So  don't  be  embarrassed  into  not  going  broke  if  that  will  be  an  answer  to  your 
problems.  Bankruptcy  is  not  leprosy.  Bankruptcy  is  not  a  ''Scarlett  Letter."  Not 
clearing  up  your  debts  may  be  a  lot  more  hazardous  than  bankruptcy.  According 
to  one  study,  nearly  one-half  of  debtors  in  default  felt  their  health  had  been 
adversely  affected  by  their  debt  problems.  Thirty-six  percent  experienced  marital 
strain  and  9  percent  were  divorced  because  of  debt  problems.  There  are  many 
things  worse  than  bankruptcy,  so  don't  hesitate  to  use  the  law  if  it  will  help. 
It  may  save  your  health  and  marriage. 
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V.  How  to  minimize  the  disadvantages  of  'bankruptcy 

Tbere  are  ways  to  minimize  the  disadvantages  of  banlvruptey  and  to  come  out 
with  more  money  than  you  would  without  advance  planning. 

One  disadvantage  of  bankruptcy  is  that  it  may  hurt  your  cretlit  rating,  at  least 
in  some  quarters.  Of  course,  your  credit  rating  is  what  got  you  into  trouble  in  the 
first  place.  You  may  be  better  off  without  a  credit  rating. 

As  one  book  on  the  subject  noted  :  "If  a  wise  man  were  required  to  give  av'.ay 
his  possessions  in  their  order  of  imjKirtance  so  that  he  shed  the  least  imisortant 
first,  he  would  certainly  get  rid  of  his  good  credit  rating  at  the  stai't.  After  all, 
what  is  a  good  credit  rating  other  than  a  license  to  buy  lots  of  things  you  could 
do  without,  at  prices  that  exceed  their  true  worth  to  you,  while  paying  un- 
]easonal;le  amounts  of  interest  for  the  itriviiege.  Clearly,  it  makes  much  liett«H- 
sense  to  buy  less  in  the  first  place,  and  always  to  buy  only  those  things  that  yon 
can  easily  and  conveniently  afford." 

There  are  several  reasons  why  bankruptcy  won't  hurt  your  credit  rating.  One 
is  that  you  can  only  go  bankrupt  once  every  six  years.  So.  once  .v.ou  file  Ijank- 
ruptcy,  your  creditors  know  you  can't  escape  via  bankruptcy  for  another  six 
years.  They  also  know  that  bankruptcy  probably  wiped  out  most  of  your  delits. 
Some  businesses  have  even  been  known  to  go  out  of  their  way  to  solicit  business 
from  recent  l)ankrupts. 

If  there  are  some  favorite  charge  accounts  .you  especially  want  to  continue, 
simply  pay  them  off  before  you  go  bankrupt.  Then  they  will  not  be  creditors 
listed  on  your  bankruptcy  forms  and  will  not  be  notified  by  the  court.  They  will 
probably  have  no  reason  to  check  your  credit  and,  even  if  they  do.  their  main 
concern  will  be  your  payment  record  with  them. 

Of  course,  ."^ome  creditors  may  not  be  overly  anxious  to  deal  with  someone 
who  has  recently  gone  into  bankruptcy.  A  bank  or  other  lending  iu'^tittition  will 
be  likely  to  ask  about  and  be  concerned  about  previous  baulvruptcies.  Some  em- 
ployers and  licensing  agencies  may  also  ask  al>out  your  bankruptcy  record. 

Before  filing  for  bankruptcy,  it  is  perfectly  legitimate  to  convert  nonexempt 
assets  into  exempt  assets.  For  example,  in  Pennsylvania  you  might  take  cash 
out  of  the  l)ank  and  buy  an  insurance  policy  which  names  a  child,  spouse  or  de- 
pendent relative  as  beneficiary.  A  cynic  might  view  this  as  a  legalized  fraud  "u 
creditors.  However,  the  public  policy  of  the  exemption  statutes  overrides  the 
creditors"  right  to  collect. 

YI.  Where  and  koiv  to  get  more  information  on  bankruptcy 

If  you  want  to  know  more  al)out  bankruptcy,  consult  your  lawyer  or  get  ahold 
of  some  of  the  material  listed  in  the  bil)liograp]iy  that  follows. 

With  the  way  the  economy  is  going,  banla-uptcy  is  not  going  to  become  on 
academic  subject.  The  last  few  years  have  seen  a  flood  of  literature  on  liank- 
ruptcy  and  debtsmanship.  Much  of  this  material  is  written  for  laymen  and  is 
quite  readable.  (  See  the  Bibliography  that  follows.) 

Another  way  to  get  a  quick  course  in  bankruptcy  is  to  attend  a  session  of  the 
Bankruptcy  Court?  In  Philadelphia,  for  example,  it  is  located  in  the  Bourse 
Building  (but  an  individual  files  bankruptcy  forms  in  Room  2004  of  the  Fed- 
eral Court  House).  Two  bankruptcy  jnd.ges  are  headquartered  in  the  Bourse 
Building.  Bankruptcy  Judges  Thomas  .1.  Curtin  and  Emil  F.  Goldhaber  preside. 
There  are  other  bankruptcy  judges  in  every  other  Federal  District  Court. 

Another  good  source  of  information  about  biuikruptcy  is  your  lawyer. 

Vn.  A  legal  alternative  to  Itankrupteij 

There  is  one  other  legal  procedure  for  those  in  debt  over  their  heads — a  Chapter 
13  Procedure,  which  is  also  called  a  Wage  Earner  Plan. 

Chapter  13  of  the  Federal  Bankruptcy  Law  provides  for  a  Wage  Earner  Plan. 
The  Bankruptcy  Court  takes  a  portion  of  each  paycheck  and  distrilnites  it  to 
your  creditors.  Unlike  a  regular  bankruptcy,  there  is  no  wiping  out  of  debts. 
Instead  the.v  are  paid  pursuant  to  the  plan.  Nor  does  the  debtor  surrender  his 
assets  as  in  bankrujitcy.  Under  a  Wage  Enrner  Plan  the  debtor  maintains  control 
of  his  assets  except  for  the  periodic  payment  to  ci-editors. 

For  i)urposes  of  Chapter  13,  a  wage  earner  is  defined  as  one  who  earns  more 
than  50  percent  of  his  income  from  wages  or  commissions. 
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A  Wage  EMriier  Tlan  contemi>late.s  liquidatins  all  of  your  debts  in  three  years. 
The  court,  wliioh  admini.^ters  the  plan,  has  authority  to  protect  you  from  law- 
suits and  harassment  by  creditors  and  also  stops  service  charges,  interest  and 
other  charges  on  debts. 

The  Wiiue  Earner  Plan  must  be  approved  by  tlie court;  by  all  seciired  creditors 
(that  is.  th(jse  with  mortgages  and  other  security  interests)  and  by  a  majority 
ot  unsecured  creditors  (those  whose  debts  are  not  secured  by  mortgages  or  other 
security  devices). 

The  procedure  for  tiling  and  legal  expenses  are  about  the  same  as  a  regular 
bankruptcy  (but  the  tiling  fee  is  only  $15).  At  any  point,  a  Wage  Earner  Plan 
can  be  converted  into  a  regular  bankruptcy.  Some  debtors  prefer  a  Wage  Earner 
Plan  because  they  object  to  bankruptcy  on  moral  or  other  grounds.  This  view 
is  more  common  in  small  cities  and  rural  areas  than  in  large  cities. 

A  Wage  Earner  Plan  may  prolong  the  agony  of  getting  rid  of  debts.  It  nsay  be 
better  to  get  it  over  with  by  bankruptcy.  Any  debtor  who  wishes  to  pay  his  debts 
can  do  so  even  after  bankruptcy. 

Bankruptcy  has  one  other  advantage  over  a  Wage  Earner  Plan.  By  going 
through  bankruptcy  and  getting  a  fre.^h  start,  you  may  actually  improve  your 
credit  rating.  Under  a  Wage  Earner  Plan  the  debts  still  hang  over  you. 

Court  statistics  include  Y\'age  Earner  Plans  in  bankruptcies.  In  a  recent  year 
Wage  Earner  Plans  accounted  for  about  l''>  percejit  of  bankruptcies. 

This  concludes  your  Isrief  legal  excursion  through  the  law  of  bankruptcy.  We 
hope  you  now  have  a  good  idea  of  how  bankruptcy  works  and  hove  it  ina.v  iielp 
you.  AVe  especially  hope  this  Guide  will  help  some  of  the  many  people  who  are 
iiaving  financial  problems  due  to  the  current  recession  and  inflation.  Let  us 
know  if  we've  left  some  questions  unanswered.  And  send  us  your  ideas  on  how 
this  Guide  may  be  improved. 
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WASHINGTON,  D.  C.  20036    (202)  638-1340       October  30,   1974 

REPORT  ON  1974  NONBUSINESS  BANKRUPTCIES  BY  STATES 


The  number  of  bankruptcy  cases  commenced  in  1974  was  9.4%  more  than  the  number 
commenced  in  1973.   Statistics  on  bankruptcies,  recently  released,  show  that  for 
the  fiscal  year  ending  June  30,  1974,  there  were  189,278  bankruptcy  cases  filed 
in  the  50  states  and  the  District  of  Columbia,  up  from  173,092  in  fiscal  1973. 
Bankruptcy  cases  excluding  nonbusiness  voluntary  proceedings  totaled  20,621  in  fiscal 
1974,  up  18.2%  from  the  17,449  cases  filed  in  fiscal  1973. 

Bankruptcies  filed  by  employees  and  others  not  in  business,  totaled  168,657  in  the 
fiscal  year  ending  June  30,  1974.   Compared  to  the  155,643  «ho  filed  in  1973,  there 
was  an  increase  of  8.4%. 


Greatest  number  of  nonbusiness  bankruptcies  reported  in  1974  by  states  were: 

(1)   Californ-a  -  28,716,  (2)   Ohio  -  12,884,  (3)   Illinois  -  12,296,  (4)   Tennessee  - 

7,486,  (5)   Alabama  -  7,355,  (6)   Indiana  -  7,262,  (7)  New  York  -  6,319,  and 

(8)   Georgia  -  6,225.   (See  Table  I.)   These  eight  states  combined  reported  53%  of 

all  nonbusiness  bankruptcies  commenced  but  comprised  only  38%  of  the  population. 

The  s.ime  states  accounted  for  57%  of  the  nonbusiness  bankruptcies  in  1967,  the 

year  that  the  largest  number  of  nonbusiness  bankruptcies  was  reported. 

There  wore  13,014  more  nonbusiness  bankruptcies  during  fiscal  1974  than  in  fiscal  1973. 
(See  Table  II.)   Forty-one  states  and  the  District  of  Columbia  had  increases.   Of  these 
states,  the  largest  increases  occurred  in  California  (2,293),  Tennessee  (1,208),  and 
Illinois  (1,057). 

0\'er  the  longer  run,  the  number  of  nonbusiness  bankruptcies  in  1974  was  770  less  than 
in  1959.   By  contrast,  there  were  14,245  more  bankruptcies  in  1969  than  in  1964  and 
all  states,  except  Alabama,  Arizona,  Connecticut,  Illinois,  Maine,  Tennessee,  and 
Virginia  shov.'ed  increases  for  this  period.   The  decrease  of  770  nonbusiness  bankruptcies 
for  the  U.S.  between  1969  and  1974  constituted  19  states  which  had  decreases  totaling 
11,945  bankruptcies  and  31  states  and  the  District  of  Columbia  which  had  increases 
totaling  11,175.   California  with  a  decrease  of  3,345  showed  by  far  the  largest 
decrease  followed  by  Ohio  vjith  2,092  and  Alabama  with  1,625.   '\mong  those  states  having 
increases.  North  Carolina  had  the  most  .it   1,3S3,  followed  by  Texas  with  1,181  and 
New  York  with  1,119. 
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The  number  of  nonbusiness  bankruptcies  per  100,000  population  in  the  U.S.  in  fiscal 
1974  was  81  up  from  74  in  1975  and  from  30  in  1972  but  well  below  each  of  the  years 
from  1964  through  1971.   Leading  the  list  in  1974  were:   "levada  with  244  per  100,000 
population  (up  from  198  in  1973);  Alabama  with  209  (up  from  198  In  1973);  Tennessee 
with  184  (up  from  152  in  1973);  Kansas  with  169  (up  from  145  in  1973);  and  Arizona 
with  151  (up  from  129  in  1973).   States  with  the  least  number  of  nonbusiness 
bankruptcies  per  100,000  population  in  1974  were:  South  Carolina  (7),  Maryland  and 
Pennsylvania  (each  13),  New  Jersey  (16),  Texas  (18),  and  the  District  of  Columbia  (14 
(See  Table  III.) 

Table  IV  shows  the  number  of  Chapter  XIII  (wage-earner  plan)  cases  commenced  and 
the  number  of  straight  nonbusiness  bankruptcies  commenced,  by  states  for  1964,  1969, 
1973,  and  1974.   On  the  average  for  the  U.S.  there  was  one  Chapter  XIII  case  commenced 
for  each  4.8  straight  nonbusiness,  bankruptcies  commenced  in  1974.   The  use  of  Chapter 
XIII  varies  widely  in  the  various  districts  regardless  of  the  incidence  of  bankruptcy 
in  the  district.   States  la  which  Chapter  XIII  proceedings  in  relation  to  straight 
bankruptcies  are  especially  higher  than  average  are:   Alabama,  Arkansas,  Georgia, 
Maine,  Massachusetts,  North  Carolina  and  Tennessee.   Alabama,  Georgia  and  Tennessee 
and  Maine  have  higher  than  average  inciden::e  of  bankruptcy,  whereas  Arkansas, 
Massachusetts,  and  North  Carolina  are  all  well  below  the  national  average.   States 
in  which  the  rate  of  Chapter  XIII  to  straight  bankruptcy  is  especially  low  are: 
Alaska,  Connecticut,  Delaware,  Florida,  Indiana,  Montana,  Nevada,  New  Hampshire, 
Morth  Dakota,  Oklahoma,  Pennsylvania,  Rhode  Island,  Vermont,  West  Virginia,  and 
Wyoming.   Straight  bankruptcies  apparently  are  much  more  feasible  administratively 
than  are  vzage-earner  plans  in  these  states. 

l.Tiile  the  bankruptcy  law  is  a  federal  law,  it  is  subject  to  differing  interpretations 
in  different  districts,  and  it  permits  different  personal  exemptions  depending  on 
state  laws.   Moreover,  garnishment  and  other  laws  and  their  administration  in  the 
various  states  have  differing  effects  on  the  number  of  bankruptcies  by  states.   Thus, 
the  use  of  bankruptcy  by  consumers  depends  on  many  factors  other  than  the  purely 
economic  considerations  of  the  debtor.   Moreover,  all  financially  distressed  families 
do  not  resort  to  bankruptcy,  and  financial  distress  is  not  necessarily  a  prerequisite 
to  bankruptcy. 


Source  note:   The  tables  that  follow  were  prepared  from  data  contained  in  the  Annual 
Report  of  the  Director,  1973,  Administrative  Office  of  United  States  Courts, 
U'ashington,  D.C.,  for  fiscal  years  ending  June  30.   Nonbusiness  filings  include  those 
listed  in  the  source  as  "employee"  and  "others".   Puerto  Rico,  Virgin  Islands  and 
Guam  are  not  included.   The  population  estimates  used  to  calculate  the  bankruptcies 
per  100,000  population  are  resident  population  including  armed  forces  stationed  in 
the  area  and  are  as  of  the  beginning  of  the  respective  fiscal  years. 
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TABLE  I 

tiOMBUSINESS  VOLUNTARY  BANKRUPTCY  PROCEEDINGS, 
FILED  BY  STATES,  196i4.  1969,  1971-197A 

Number  oF  Proceedings  Commenced 


1964 


1969 


■•971 


1972 


Alabama 

'',799 

8, "80 

Alaska 

57 

171 

Arizona 

3,092 

2,842 

Arkansas 

433 

844 

California 

26,980 

32,061 

Colorado 

3,344 

3,413 

Connecticut 

1.132 

1,122 

Delaware 

46 

77 

District  of  Columbia 

78 

89 

Florida 

525 

1,147 

Georgia 

7,362 

6,005 

Hawaii 

239 

301 

Idaho 

740 

966 

111 inois 

14,900 

11,899 

Indiana 

4,984 

6,794 

Iowa 

1,''.57 

2,105 

Kansas 

2,770 

4,223 

Kentucky 

3,521 

4,880 

Louisiana 

2,505 

4,019 

Maine 

1,760 

1,645 

Maryland 

183 

300 

Massachusetts 

1,082 

1,261 

Michigan 

5,585 

5,664 

Minnesota 

2,817 

2,866 

Mississippi 

781 

967 

Missouri 

4,/.49 

4,661 

Montana 

392 

802 

Nebraska 

951 

1,146 

Nevada 

57  2 

1,268 

New  Hampshire 

619 

687 

New  Jersey 

811 

1,114 

New  Mexico 

856 

1,296 

New  York 

5,nj3 

5,200 

^Iorth  Carolina 

109 

343 

North  Dakota 

168 

207 

Ohio 

14,647 

14, "76 

Oklahoma 

2,626 

2, "52 

Oregon 

3,671 

4,171 

Pennsylvania 

624 

1,217 

Rhode  Island 

353 

447 

South  Carolina 

97 

135 

South  Dakota 

113 

143 

Tennessee 

8,507 

7,S82 

Texas 

259 

905 

Utah 

1,171 

1,341 

Vermont 

260 

283 

Virginia 

4,129 

4,101 

Washington 

3,686 

4,252 

West  Virginia 

1,302 

1,347 

Wisconsin 

3,028 

3.^50 

Wyoming 

367 

460 

1973 


1974 


TOTAL 


155,182 


169, '27 


9,061 

7.718 

7,005 

7,355 

172 

219 

191 

197 

2,S36 

2.662 

2  ,  r'-64 

2,957 

1,052 

968 

992 

1,179 

31,332 

27.670 

26,423 

28,716 

3.^.50 

2,887 

2,678 

2,940 

1,331 

1,215 

1,109 

1,142 

83 

105 

93 

136 

111 

102 

101 

102 

1,817 

1,804 

1,541 

1,605 

7,169 

6,533 

6.214 

6,225 

362 

354 

321 

377 

867 

761 

786 

575 

12,552 

11,835 

11,239 

12,296 

7,822 

7,196 

6,593 

7,262 

2,831 

2,904 

2,717 

2,643 

4,397 

3,562 

3,^04 

3,843 

5.159 

4,603 

4,363 

4,776 

4,ri2 

3,857 

3,951 

4,318 

1,471 

1,187 

925 

1,053 

460 

503 

528 

537 

1 ,  348 

1,756 

1 ,  ''89 

1,507 

6,152 

5,157 

5,148 

5,737 

2,855 

2,631 

2,702 

3,116 

1,-^73 

1,360 

1,401 

1,733 

5,:'56 

4,578 

4 ,  "44 

5,083 

863 

791 

704 

684 

1,'35 

1,609 

1,.'62 

1,635 

1,341 

1,229 

1,085 

1,301 

458 

417 

346 

277 

981 

1,148 

1,064 

1,166 

1.  ■18 

1,213 

1,078 

1,004 

6,154 

6,135 

5,462 

6,319 

1,160 

1,160 

1,318 

1,726 

229 

285 

279 

283 

16,484 

14,310 

12,^.27 

12,884 

3,222 

2,798 

2,819 

3,256 

3,864 

3,622 

3,588 

3,500 

1,443 

1,316 

1,406 

1,563 

488 

464 

410 

431 

200 

176 

168 

192 

257 

181 

237 

236 

7,542 

6,748 

6,278 

.   7,. '86 

1.655 

1,864 

2,005 

2,036 

1,249 

1,082 

948 

974 

298 

301 

281 

261 

5,452 

4,737 

4,420 

4,827 

4,238 

3,^49 

3,844 

3,?95 

1,612 

1,'73 

1,586 

1,645 

3,513 

3, ■'33 

2,968 

3, •'22 

456 

392 

338 

294 

32,143 

164, -'-eo 

155.643 

168, -'57 
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TABLE  II 


TABLE  III 


INCREASE  OR 
DECREASE  IN  NUMHER 
OF  NONEUSIMESS  BANKRUPTCIES 


NU>tBER  OF  NON- 
BUSINESS BANKRUPTCIES 
PER  100, '•'00  POPULATION 


1964 

1969 

1972 

1973 

to 

to 

to 

to 

1969 

1974 

1973 

1974 

1964 

1969 

1973 

1974 

Alabaraa 

-819 

-1,625 

-713 

350 

292 

261 

198 

209 

Alaska 

114 

26 

-28 

6 

22 

60 

58 

61 

Arizona 

-■'SO 

115 

2 

293 

2C3 

169 

129 

151 

Arkansas 

411 

335 

24 

187 

23 

44 

49 

59 

California 

5,081 

-3,345 

-1,247 

2,293 

153 

165 

128 

141 

Colorado 

69 

-473 

-209 

262 

173 

161 

110 

124 

Connecticut 

-10 

20 

-106 

33 

42 

38 

36 

37 

Delaware 

31 

59 

-12 

43 

10 

14 

16 

24 

District  of  Tel 

umbia  11 

13 

-1 

1 

10 

11 

14 

14 

Florida 

622 

4  58 

-253 

64 

9 

18 

20 

22 

Georgia 

-1.357 

220 

-319 

11 

176 

134 

130 

132 

Hawaii 

62 

76 

-33 

56 

35 

41 

39 

46 

Idaho 

226 

-391 

25 

-211 

lOS 

139 

102 

76 

Illinois 

-3,001 

397 

-:96 

1,057 

143 

108 

100 

109 

Indisna 

1,810 

468 

-.-';03 

669 

104 

133 

124 

137 

Iowa 

448 

538 

-187 

-74 

60 

75 

94 

92 

Kansas 

1,453 

-380 

-258 

539 

125 

191 

145 

169 

Kentucky 

1,359 

-104 

-240 

413 

114 

153 

131 

144 

Louisiana 

1,514 

299 

94 

367 

74 

112 

105 

116 

Ma  in  e 

-115 

-592 

-262 

128 

177 

165 

90 

103 

Maryland 

117 

237 

25 

9 

5 

8 

13 

13 

Massachusetts 

179 

246 

-267 

IS 

20 

22 

26 

26 

Michigan 

79 

73 

-9 

589 

69 

65 

57 

64 

Minnesota 

49 

25C 

71 

414 

80 

77 

69 

80 

Mississippi 

136 

766 

41 

332 

35 

44 

61 

77 

Missouri 

2]_o 

422 

-34 

539 

101 

102 

96 

107 

Montana 

410 

-lis 

-'7 

-20 

56 

115 

98 

96 

Nebraska 

195 

439 

-147 

173 

64 

78 

95 

107 

Nevada 

696 

33 

-144 

215 

144 

273 

198 

244 

New  Hampshire 

68 

-410 

-71 

-r,9 

95 

97 

44 

36 

New  Jersey 

303 

52 

-84 

102 

12 

16 

14 

16 

New  Mexico 

430 

-292 

-1J5 

-74 

87 

130 

97 

93 

New  York 

157 

1,119 

-573 

857 

29 

29 

30 

34 

North  Carolina 

234 

1,383 

158 

408 

2 

7 

25 

33 

North  Dakota 

39 

76 

-'•■, 

4 

26 

33 

44 

45 

Ohio 

329 

-2,092 

-1,733 

357 

147 

142 

117 

120 

Oklahoria 

326 

304 

21 

4  37 

108 

113 

106 

124 

Oregon 

500 

-S71 

-34 

-88 

198 

208 

161 

160 

Pennsylvania 

593 

346 

90 

157 

5 

10 

12 

13 

Rhode  Island 

94 

-16 

-54 

21 

40 

48 

42 

•  44 

South  Carolina 

38 

57 

-8 

24 

4 

5 

6 

7 

South  Dakota 

30 

93 

56 

-1 

16 

21 

35 

35 

Tennessee 

-625 

-~96 

-i70 

1,208 

229 

203 

152 

184 

Texas 

646 

1,2  81 

141 

81 

3 

8 

17 

18 

Utah 

170 

-367 

-134 

26 

120 

130 

82 

86 

Vermont 

23 

-22 

-20 

-20 

65 

66 

61 

57 

Virginia 

-28 

726 

-317 

407 

97 

90 

92 

101 

Washington 

566 

-357 

-5 

51 

125 

130 

112 

114 

West  Virginia 

45 

29S 

13 

59 

72 

76 

88 

92 

Wisconsin 

422 

-128 

-"65 

354 

74 

79 

65 

73 

Wyoming 

93 

-156 

-54 

-44 

109 

142 

96 

85 

TOTAL 


14.24S 


-770 


-9,017   13,014 


85 


85 


74 


81 
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TABLE  IV 
NONBUSINESS  PROCEEDINGS  COMMENCED 
iiY  TYPE  196-^,  1968,  .973  and  1 974 


Ciiapter 

■  XIII 

Straight 

Bankruptc 

ies 

Proceedings 
1964    1969 

Commenced 
1973 

1974 

Commenced 

1964 

1969 

1973 

1974 

Alabama 

7, "07 

6,84S 

5 

,013 

5,520 

1,89. 

2,132 

1,092 

1,835 

Alaska 

1 

6 

2 

3 

56 

165 

189 

194 

Arizona 

145 

148 

128 

150 

2,c^47 

2,694 

2,536 

2,807 

Arkansas 

281 

453 

525 

615 

152 

391 

467 

564 

California 

2,7  57 

4,554 

3, 

,  '^4 1 

3,760 

24,223 

27,507 

22,732 

24,956 

Colorado 

332 

429 

389 

367 

3,012 

2,984 

2,289 

2,573 

Connecticut 

11 

13 

13 

23 

1,121 

1,109 

1,096 

1,119 

Delaware 

■y 

n 

-- 

"■- 

44 

75 

93 

134 

District  of  Col 

urnbia    5 

2 

7 

9 

7  3 

37 

94 

93 

Florida 

29 

71 

27 

21 

496 

1,126 

1,514 

1 ,  584 

Georgia 

2,'\kk 

2,266 

2 

,227 

?,:'r.7 

4,51S 

3,739 

3,987 

3,^^33 

Hawa  i  i 

34 

26 

25 

22 

205 

275 

296 

355 

Idaho 

SQ 

219 

169 

i39 

65] 

747 

617 

436 

Illinoi-. 

624 

S69 

2 

,062 

2,208 

14,276 

11,030 

9,17- 

10,083 

Ind  iana 

52 

63 

96 

94 

4,932 

6.726 

6,4>: 

7,168 

Iowa 

21^5 

215 

207 

186 

1,392 

1,390 

2,510 

2,457 

Kansas 

1,375 

1,385 

7  52 

890 

1,395 

2,838 

:,"j2 

2,953 

Kentucky 

881 

1,15-' 

666 

■n 

2.-40 

3,723 

3,- 97 

4,065 

Louisiana 

57 

97 

395 

335 

2,443 

3,922 

3.556 

3,983 

Maine 

97  3 

£20 

5il 

622 

787 

825 

414 

431 

Maryland 

3 

6 

9 

19 

180 

294 

519 

518 

Massachusetts 

6 

61 

4 1 1 

434 

1,076 

1,200 

1,078 

1,073 

Michigan 

26(1 

-43 

398 

501 

5,321 

5,021 

4,750 

5,236 

Minnesota 

4  50 

533 

269 

513 

2.367 

2,333 

2  , !'  3  3 

2,598 

Mississippi 

98 

8 

2  a 

22 

683 

959 

l,-'75 

1,711 

Missouri 

189 

154 

335 

425 

4.260 

4,  •'.67 

4,209 

4,658 

Montana 

8 

5 

7 

3 

384 

797 

697 

681 

Nebraska 

59 

53 

25 

43 

592 

1,088 

1,437 

1,592 

Nevada 

33 

3] 

13 

19 

539 

1,237 

1,07  2 

1,282 

New  Hampshire 

7 

3 

1 

1 

612 

634 

345 

276 

New  Jersey 

95 

164 

107 

100 

716 

970 

957 

1,066 

New  Mexico 

lf.9 

207 

49 

7S 

697 

1,089 

1,02° 

926 

New  York 

36 

22 

333 

577 

4 .  ^97 

5,178 

5, '^7? 

5,742 

North  Carolina 

16 

172 

1 

,001 

1,359 

93 

171 

317 

367 

North  Dakota 

— 

-; 

9 

1 

168 

204 

270 

282 

Ohio 

1,^14 

1,718 

1 

,439 

1,511 

13,333 

13,258 

11,083 

11,373 

Oklahoma 

54 

97 

52 

54 

2. '72 

2,855 

2,767 

3,202 

Oregon 

R4 

238 

159 

168 

3,587 

3,933 

3,429 

3,332 

Pennsylvania 

15 

23 

12 

25 

609 

1,194 

1,394 

1,53S 

Rhode  Island 

1 

-- 

6 

4 

352 

447 

404 

427 

South  Carolina 

27 

9 

7 

19 

70 

126 

161 

173 

South  Dakota 

2 

1 

1 

6 

111 

142 

236 

230 

Tennessee 

4,107 

2,315 

2 

,055 

2,'^a9 

4,400 

5,067 

4,223 

4 ,  '■-67 

Texas 

22 

117 

86 

169 

237 

788 

1,':'19 

1,917 

Utah 

64 

61 

52 

30 

1,^07 

1,280 

396 

944 

Vermont 

— 

— 

— 

2 

260 

283 

281 

259 

Virginia 

603 

673 

/31 

737 

3,526 

3,428 

3,r89 

4,040 

Washington 

452 

881 

671 

878 

3,234 

3,371 

3.173 

3,017 

West  Virginia 

69 

53 

33 

31 

1,233 

1,294 

1.553 

1,614 

Wisconsin 

37  6 

533 

418 

427 

2,652 

2,017 

2.550 

2,895 

Wyoming 

1 

4 

3 

3 

366 

456 

335 

291 

TOTAL 


27, ■'88  28,906   25,623   28, '^97   127,894  140,521  130,020  139,r-60 
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(Appendix  4) 

House  of  Representatives, 
Commonwealth  of  Pennsylvania, 

Harrishurg,  January  8, 1915. 
Hou.  Milton  J.  Shapp, 
Governor  of  Pennsylvania, 
Harrishurg,  Pa. 

Dear  Governor.  Shapp  :  I  was  astounded  to  receive  a  copy  of  a  new  Consumer 
Guide  to  Bankruptcy  recently  prepared  and  distributed  ttirougli  your  office. 

As  both  a  businessman  and  as  Governor,  you  must  be  aware  that  current  bank- 
ruptcy laws  are  designed  to  protect  both  the  creditor  and  the  unfortunate  few 
who  want  to  pay  their  bills  but  find  themselves  deep  in  debt  because  of  a  bad 
value  judgment. 

in  my  view,  any  public  official  who  disseminates  advice  on  "How  to  Become 
Solvent  By  Going  Broke"  as  this  latest  guide  suggests  is  himself  guilty  of  both 
an  unconscionable  and  immoral,  if  not  illegal,  act  made  even  more  so  by  the 
fact  that  it  is  being  done  througli  your  office  by  the  man  who  once  served,  as 
your  own  special  Advisor  on  Consumer  Affairs. 

Certainly,  I  hope  that  you  will  agree  with  me  that  the  American  credit  sys- 
tem is  based  entirely  upon  the  full  faith  and  confidence  of  both  the  consumer 
and  the  creditor,  and  that  any  outside  influences  that  would  lead  people  to 
flaunt  that  system  would  indeed  lead  to  its  complete  demise. 

Continued  distribution  of  this  guide  can  only  lead  to  creation  of  an  American 
s?ociety  of  financial  deadbeats  which,  in  the  long  run,  will  eventually  destroy  the 
entire  American  economic  system.  I,  therefore,  request  that  you  immediately 
withdraw  from  further  public  distribution  this  latest  of  the  so-called  Denen- 
beri;-  Consumer  Guides  unless,  of  course,  you  agree  with  his  unconscionable 
yiosition  of  this  issue. 


Sincerely, 


John  Hope  Anderson. 


STATEMENT  OF  ALVIU  0.  WIESE,  JE..  CHAIEMAN  OP  THE  SUBCOM- 
MITTEE ON  BANKEUPTCY  OF  THE  LAV/  FOEUM  OF  THE  NA- 
TIONAL CONSUMEE  FINANCE  ASSOCIATION:  ACCOMPANIED  BY 
EOBEilT  B.  NOESIS,  GENEEAL  COUNSEL,  NATIONAL  CONSUMEE 
FINANCE   ASSOCIATION 

Mr.  WiESE.  By  way  of  introduction.  Mr.  Chairman,  I  want  this 
committee  to  know  that  I  am  a  practicing  lawyer  in  the  soutliern 
California  area.  I  liave  about  20  years  experience  representing  con- 
sumer credit  gTanting  industry,  and  I  have  specialized  in  bankruptcy 
matters  in  the  southern  California  area.  And  what  I  say  here  today 
is  not  only  the  viewpoint  of  the  trade  association  on  behalf  of  whom 
I  am  appearing,  but  I  have  a  very  deep  personal  conviction  for  the 
principles  which  we  proposed  in  our  statement. 

Historically,  banlci'uptcy  laws  were  enacted  to  afford  a  fresh  start 
for  honest  debtors  that,  through  misfortune  and  circumstances  beyond 
their  control,  w^ere  unable  to  meet  obligations.  With  the  spread  of 
mortgage  and  consumer  credit  to  the  majority  of  the  population,  the 
]-)otential  for  consumer  bankruptcy  strained  the  administration  of  the 
bankruptcy  laws,  but  it  has  not-  changed  the  philosophy  determining 
when  such  relief  should  be  available. 

We  believe  tliat  bankruptcy  relief  is  necessary  for  debtors  who  are 
overextended  through  circmnstances  not  attendent  to  their  own  wronn;- 
doing.  and  then  only  if  they  are  willing  to  return  or  surrender  their 
assets  for  t\\Q  benefit  of  their  creditors,  except  such  portion  as  might 
constitute  the  necessities  of  life  to  enable  them  to  make  a  new. start. 
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The  Report  of  tlie  Commission  on  Bankrnptcy  Laws  concludes  that 
it  is  necessary  to  expand  the  fresh  start  concept.  We  Avere  particularly 
intrioned  with  the  reasoning-  of  the  Commission  by  the  expansion  of 
the  fresh  start  concept.  The}-  conclude  that  the  need  of  the  debtor  is 
for  absolute  relief,  and  they  state,  "in  order  to  realize  fully  the  o;oal 
of  rehabilitation,  relief  for  debtors  must  be  flexible,  comprehensiye, 
lasting'  and  tinicly."'  I  believe  that  what  tiiey  overlooked  was  that  it 
nuist  also  be  legislatively  balanced  to  insure  the  continued  availability 
of  home  financing  and  consumer  credit  to  the  general  public. 

We  also  believe  tliat  throug'h  the  bankruptcy  process  it  must  be 
structured  to  encourage  the  population  in  sound  money  management 
practices  by  consumers.  It  is  our  opinion  that  the  proposals  of  the 
Bankruptcy  Commission,  and  to  the  extent  embodied  in  the  legisla- 
tion before  this  committee,  if  enacted  into  law,  would  seriously  under- 
mine the  availabilit}^  of  credit  to  those  who  most  need  it.  and  indirectly 
affect  the  ability  of  the  mamifacturers  of  goods  and  consumer  products 
to  sell  their  M'aies  in  the  marketplace. 

We  believe  that  the  proposals  of  tfie  Commission  would  substan- 
tially increase  the  number  of  bankniptcy  cases  filed  by  consum.er 
debtors,  wliich  is  currently  on  the  rise.  '  '■    '  *' 

Xo  matter  what  legislative  approach  is  chosen  by  Congress  for 
bankruptcy  refoi'm,  there  remains  a  fundamental  obligation  to  th.e 
peoj^le  of  this  courttry  to  maintain  and  preserve  a  sense  of  publi(^ 
morality  in  connection  witli  the  extension  of  credit.  We  choose  to  call 
it  credit  morality.  Xo  matter  what  relief  may  bo  afforded  to  the  mi- 
fortunate  but  honest  debtor,  society  vrill  contiriue  to  teach  and  demand 
contractual  obligations  be  honoi'ed  least  we  undermine  or  even 
destroy  the  principles  upon  wliich  the  credit  industry  was  built. 

With  the  impact  of  inflation  we  are  already  seeing  evidence  of  pub- 
lic abandonment  of  credit  moi-ality.  The  extension  of  credit  is  based 
on  the  assTnn]:)tion  by  the  creditor  "that  the  debtor  is  honest  and  wants 
to  repay  his  debts.  The  debtor  himself  has,  thus  far,  be^n  educated  to 
strive  for  integrity  in  his  credit  transactions.  Decay  of  these  principles 
is  illustrated  by  the  raaterial  in  appendix  2. 

Within  our  time  limitations,  we  shall  address  onrsch'es  only  on  tliose 
matters  of  primary  concei'n  to  the  Xational  Consumer  Finance  Associ- 
ation as  they  affer-t  the  rights  of  consumer  creditors.  We  shall  try  to 
]ioint  out  th^  diffei'ences  as  we  see  tliem  betweeri  the  judges  and  the 
Commission  bills.  We  observe  that  the  Bankru))tcy  Commission  has 
given  little  or  no  attention  in  the  bill  that  they  proposed  to  the  effect 
of  the  1970  amendments  to  the  Bankruptcy  Act  whereby  the  ouestions 
of  dJschargeabiJitv  are  determined  by  the  barikruptcy  court.  The  Com- 
mission has  likewise  not  given  appropriate  consideration  to  the  effect 
of  the  Bankruptcy  Rules  and  official  forms  which  were  first  published 
in  March  of  1971  and  became  effective  in  October  of  197o, 

The  fnrt  is  thnt  the  Bankruptf^y  Commission  in  its  own  report 
concedes  that  it  relierl  upon  the  studies  made  by  the  Brookinsrs  Institu- 
tion in  its  report,  "Banki-uptcy :  Problem.  Process,  Reform."  pub- 
lished in  September  of  1071  which  was  based  upon  studies  marlp  prior 
to  the  1970  nmendments  to  the  Bankruptcy  Act.  a7id  tho  publication 
nnd  adoption  of  the  Bankru])tcy  Rules  based  unon  studies  conducted 
))rior  to  our  present  bankru]:»tcv  processes,  the  Commission  hns  ovei-- 
reacted  to  correct  nonexistent  abuses  in  the  consumer  credit  field. 
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On  the  treatment  of  secured  creditors,  both  the  Commission  bill 
and  the  Bankruptcy  Judges  bill  drastically  restructure  the  rights  of 
the  consumer  credit  in  both  straight  bankruptcy  proceedings  and 
chajiter  VI  proceedings  for  debtors  Avith  regular  income.  In  both  bills, 
section  4-401  requires  secured  creditors  to  file  claims. 

Section  4-501  provides  for  an  automatic  stay  on  the  enforcement  of 
cT-editors,  lien  rights  under  their  security  agreements  and  prohibits 
them  from  retaking  their  collateral.  Section  4-402 (c)  of  the  Com- 
mission bill  in  effect  authorizes  the  administrator  to  place  a  value  on 
tlie  collateral  of  the  consumer  creditor  while  in  section  4-402 (d)  of 
the  judges  bill  such  authority  is  given  to  the  bankruptcy  judge. 

The  key  to  the  problem  from  the  creditor's  point  of  view  rests  in 
section  4-504  of  both  bills  whicli  affords  the  debtor  his  option,  lather 
than  at  the  creditor's  election,  the  right  to  redeem  the  collateral  from 
the  creditor  by  paying  the  amount  fixed  by  the  administrator  or  bank- 
ruptcy judge.  This  is  singularly  applied  to  consumer  debt  as  opposed 
to  commercial  debt. 

We  believe  that  when  credit  is  extended,  the  creditor  bargained  for 
the  position  granted  to  him  as  a  secured  creditor  under  article  9  of 
the  Uniform  Commercial  Code.  The  balance  achieved  between  the 
debtor  and  tlie  creditor  was  carefully  considered  by  the  draftsmen  of 
the  Code,  and  their  recognition  that  most  credit  used  to  finance  the 
level  of  distribution  of  goods  is  lender  credit  from  banks,  firiance  com- 
l)anies  and  factors.  Both  the  judges'  bill  and  the  Commission  bill 
demonstrate  hostility  toward  the  secured  creditor's  position,  appar- 
ently justified  on  the  alleged  necessity  for  swift  and  economical  ad- 
ministration in  consumer  cases. 

Inflation  in  our  economy  has  driven  the  price  of  consumer  goods 
to  the  point  where  their  obsolescence  now  frequently  arrives  before 
tlio  maturity  of  their  contract  to  pay  for  them.  Creditors  continue  to 
extend  contract  tei'ms  to  meet  the  needs  of  the  consumer  market,  Not- 
withstanding this  phenomenon,  both  bills  essentially  advocate  the  sus- 
]iension  of  secured  civditor's  rights  in  both  Chapter  IV  and  VI 
proppedings.  To  the  extent  that  these  provisions  alter  the  rights  con- 
tracted for  under  article  9  of  the  Uniform  Commercial  Code,  avail- 
ability of  credit  will  diminish. 

A  convincing  example  of  this  is  the  automobile  credit  market. 
Automobiles  represent  substantial  commitments  of  credit  extended 
in  reliance  upon  the  security  of  the  vehicle.  Aritomobiles  are  mobile, 
depreciate  rajiidly,  but  have  substantial  resale  value  after  reposses- 
sion. If  the  rights  of  the  secured  creditor  to  this  collateral  are  sus- 
pended, in  whole  or  in  part  through  the  bankruptcy  process  proposed 
by  the  Connnission  and  the  bankruptcy  judges,  the  credit  grantor 
will  of  necessity  require  higher  down  payments,  and  shorter  terms  for 
payment.  Thus,  siibstantial  segments  of  the  consumer  market  may 
find  credit  totally  unavailable. 

Tlie  adverse  treatment  of  the  secured  creditor  found  in  both  the 
Commission  nnd  Judges  bill  under  section.  4-504,  gives  to  the  bank- 
rupt debtor  the  option  to  determine  whether  he  wishes  to  retain  tlie 
( ollateral  and  pay  the  creditor  what  the  administrator  or  bankruntcy 
judge  determines  to  Ije  its  reasonable  market  value  on  the  date  of  the 
bankruptcy,  or  surrender  the  collateral  to  the  creditor.  The  creditor  is 
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tliereby  deprived  of  his  right  to  insist  upon  return  of  the  collateral  in 
kind. 

We  see  no  rational  basis  for  legislatinjx  a  distinction  between  con- 
sumer and  commercial  credit  in  dealing  with  the  contractual  rights  of 
the  secured  creditor.  The  creditor  took  the  security  interest  to  be  pro- 
tected against  the  debtor's  default,  and  sliould  have  the  right  to  look 
to  its  security  at  his  election  in  the  event  of  default. 

Senator  Burdick.  Would  j'ou  suspend  for  a  moment.  We  have  an 
executive  meeting  next  door. 

[Pause.] 

You  may  proceed. 

^b\  WiESE.  We  believe  that  the  creditor  has  both  a  tangible  and  an 
intangible  security  interest  in  the  collateral.  Contractual  rights  to  the 
collateral  under  the  T^niform  Commercial  Code  are  property  rights  in 
tlie  hands  of  the  creditor  by  reason  of  his  security  agreement.  While 
the  creditor's  tangible  right  in  his  collateral  is  its  fair  market  value 
on  the  date  of  foreclosure,  the  creditor's  intangible  security  interest  is 
the  essence  of  his  security,  his  leverage,  his  right  to  have  it  if  the 
debtor  does  not  wish  to  pay  for  it,  notwithstanding  what  its  fair 
market  value  might  be. 

Essentially,  under  both  bills  the  bankruptcy  judge  or  administrator 
determines  the  value  of  the  collateral.  The  expense  of  appraisers  in 
<'onsumer  cases  is  hardly  justified  where  controversy  exists.  The 
debtor's  option  to  cause  the  controversy  and  necessitate  the  use  of  an 
appraiser  may,  in  itself,  effectively  deprive  the  secured  creditor  of 
his  property  rights.  We  believe  that  the  Commission's  interference 
Avith  the  creditor's  contractual  rights  are  not  only  unwarranted,  but 
may  be  questionable  on  constitutional  grounds. 

In  chapter  VI  proceedings  for  debtors  with  regular  income,  the  se- 
cured creditor  is  prejudiced  both  substantively  and  procedurally. 
T aider  section  6-304  of  the  Judges  bill,  if  a  claim  is  secured  by  per- 
so)ial  property,  it  must  be  filed  on  or  before  the  date  set  for  the  first 
meeting  of  creditors  or  it  will  be  treated  as  unsecured.  In  contrast, 
under  section  6-^01  of  the  Judges  bill,  by  reference  to  section 
4-401  (b),  unsecured  creditors  have  until  3  months  after  the  first  meet- 
ing of  creditors  to  file  their  claim.  Substantively,  both  in  the  Judges 
and  Commission  bills,  the  administrator  or  judge  may  restrain  the 
creditor  from  enforcing  its  security  interest  and  they  reschedule  the 
secure  creditor's  payment  without  his  consent  although  theoretically 
he  is  obligated  to  protect  the  value  of  a  secure  creditor's  collateral. 

We  believe  any  deprivation  of  the  rights  of  the  secured  creditor 
from  his  reliance  on  his  collateral  can  only  be  justified  in  either  one  of 
these  bills  on  the  basis  of  expediency. 

On  the  subject  of  reaffirmation  agreements,  in  both  bills  the  creditor 
is  prohibited  from  making  an  enforceable  reaffirmation  agreement. 
We  believe  this  to  be  an  unwarranted,  and  perhaps  unconstitutional 
intei'ference  between  debtor  and  creditor,  and  we  do  not  subscribe  to 
the  belief  that  the  time  has  come  to  enact  laws  that  would  interfere 
with  the  contractual  rijjhts  of  the  two  parties  whether  they  be  debtor 
or  creditor  under  the  disguise  of  some  necessary  social  legislation.  The 
Bankruptcy  Commission  justifies  this  recommendation  as  recited  in 
the  statement  by  claiming  that  there  are  a  substantial  number  of 
abuses  that  occur  in  the  use  of  reaffirmation  agreements. 
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Senator  Burdick.  We  will  have  to  interrupt  for  the  time  being. 
There  is  a  Judiciary  Committee  executive  session  I  must  attend.  There 
will  be  a  recess. 

[A  brief  recess  was  taken.] 

Senator  Burdick.  I  regret  the  interruption,  but  that  is  the  way  busi- 
ness is  around  here. 

Mr.  WiESE.  Mr.  Chairman,  we  were  talking  before  recess  about  re- 
affirmations, and  I  had  made  the  statement  to  the  committee  that  the 
Commission  had  apparently  felt  that  there  were  some  abuses  or  im- 
proper methods  in  connection  with  the  affirmation  and,  therefore, 
made  a  recommendation  that  thej^  be  considered  in  consumer  cases  null 
and  void. 

Just  what  these  improper  methods  are  or  how  often  they  supposedly 
occur,  or  Avhether  tlie}^  are  real  or  feigned,  is  a  matter  for  supposition. 
The  fact  remains  that  under  present  law  a  debtor  has,  and  always  has 
had,  both  in  State  court  forums  and  in  the  bankruptcy  court,  the  abso- 
lute riglit  to  present  evidence  to  avoid  the  effect  of  reaffirmation  agree- 
ments if  they  ai'e  obtained  b}^  fraud,  coercion,  or,  as  the  Commission 
states,  through  improper  methods.  Since  the  1970  Amendments  to  the 
Bankruptcy  Act  relating  to  dischargeability,  bankruptcy  judges  have 
closely  guarded  the  benefits  of  the  discharge  they  give.  To  destroy  the 
freedom  of  the  parties  to  contract  for  the  sake  of  curing  isolated  abuses 
does  not  appear  to  us  to  be  an  appropriate  solution. 

If  the  Commission  is  truly  concerned  it  would  seem  sufficient  to  fol- 
low the  pattern  established  by  other  legislative  bodies  to  protect  con- 
sumers against  their  ovrn  indecisiveness  bv  allowing:  them  a  coolino;  off 
period  of  3  to  5  days  similar  to  the  legislative  disclosure  approach 
taken  in  connection  with  the  right  to  rescind  real  estate  transactions 
under  the  Consinner  Credit  Protection  Act.  or  the  right  to  rescind 
door-to-dcor  sales  transactions  under  State  Sales  Acts. 

With  respect  to  the  unenforceability  of  any  consensual  lien  on  house- 
liold  goods,  which  was  not  created  for  the  purchase  money  for  those 
goods,  both  bills  effectively  preclude  the  debtor  from  using  his  house- 
hold goods  for  collateral.  Substantively,  the  bills  are  depriving  the 
debtor  of  his  right  to  use  his  property  for  collateral  as  he  sees  fit. 
What  are  household  goods?  They  may  be  essential  or  necessities  of 
life,  or  they  may  not  be.  In  a  given  transaction,  they  may  have  great 
value  or  be  nominal.  What  ever  the  case  is,  we  do  not  believe  that 
the  Bankruptcy  Law  should  attempt  to  interfere  with  substantive 
rights,  and  that  the  consideration  of  prohibition  against  the  mortgage 
or  encumbrance  of  household  furniture  or  furnishings  should  be  de- 
leted from  both  bills. 

Allow  me  to  comment  from  my  personal  experience  in  representing 
creditors  in  consumer  bankruptcy  proceedings.  Most  frequently  the 
debtor's  counsel  or  the  debtor,  himself,  contacts  his  secured  creditor 
after  the  filing  of  a  bankruptcy  petition.  He  expects  to  return  his 
collateral  or  negotiate  a  new  agreement  with  the  creditor  for  its  re- 
tention. Frequently,  only  a  portion  of  the  debt  ig  reaffirmed  U]:>on 
lower  or  longer  terms.  Almost  always  the  debtor  is  in  need  of  the  col- 
lateral such  as  furniture  or  an  automobile  and  has  no  reluctance  to 
reaffii-m.  I  believe,  based  on  my  experience,  that  most  debtors  who  are 
by  unfortunate  circumstances,  compelled  to  seek  bankruptcy  relief 
feel  a  deep  moral  obligation,  particularly  to  secured  creditors  and 
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would  prefer  to  deal  with  such  creditors  on  their  own  terms  and 
usually  do. 

AVhat  effect  would  a  law  have  prohibiting  contractual!}^  enforceable 
reaffirmations  ?  I  would  predict  that  most  creditors  would  opt  for  im- 
mediate return  of  collateral  or  accelerate  the  payment  of  the  value 
fixed  in  the  bankruptcy  proceeding.  Downpayment  requirements  on 
depreciating  collateral  would  be  higher  and  the  term  of  the  obligation 
shorter. 

We  take  exception  to  the  approach  in  both  bills  restricting  collec- 
tion from  codebtors  or  guarantors.  They  restrain  a  creditor  from 
seeking  any  payment  from  a  joint  obligor  or  guarantor  as  long  as  a 
Chapter  ])l!iii  is  in  existence  or  a  Chapter  VI  plan  is  in  effect.  In  fact, 
they  invalidate  the  contractual  rights  betAveen  the  creditor  and  the 
coobligor  or  guarantor  who  is  not  before  the  court.  The  right  of  a 
credit  grantor  to  contract  for  an  additional  obligor  without  inter- 
feience  from  the  bankruj^tcy  court  is  a  constitutional  right  that  should 
not  be  suspended  by  this  legislation.  We  believe  that  ait  best  the  legis- 
lation  proposed  by  the  Connnission  and  bankruptcy  judges  in  a  Chap- 
ter VI  plan  could  authorize  the  coobligor  or  guarantor  to  subrogate 
into  the  plan  in  place  of  the  creditor  to  the  extent  that  the  coobligor 
or  guarantor  is  called  upon  to  make  payments  directly  to  the  creditor. 

We  are  opposed  to  the  Commission's  recommendation  that  in  con- 
sumer cases,  with  the  exception  of  debts  incurred  on  the  eve  of  bank- 
ruptcy, the  discharge  to  be  given  by  the  bankruptcy  court  be  absolute 
without  exception. 

T]ie  approach  of  the  Commission  presupposes  that  it  is  better  to  give 
all  consumer  debtors  their  discharge  even  if  the  obligation  to  be  dis- 
charged was  incurred  by  reason  of  false  representations  or  false  pie- 
tenses,  or  based  upon  materially  false  statements  in  writing  respect- 
ing their  financial  condition  than  to  provide  a  forum,  within  wliich 
to  try  to  determine  which  debtors  are  honest  and  which  are  not.  In  its 
report  in  support  of  this  particular  provision,  the  Commission  claims 
that  "su)5stantial  evidence  of  the  abuses  of  this  exception  by  creditors 
has  come  to  the  attention  of  the  Commission."  Although  tlie  report  is 
liberally  sprinkled  with  footnotes  indicating  the  authority  for  various 
positions,  this  particular  statement  is  both  unsubstantiated  and 
undocumented. 

We  cannot  believe  that  the  Commission  would  be  inclined  to  grant 
a  dishonest  debtor,  consumer  or  otherwise,  a  discharge  from  those 
debts  incurred  through  this  wrongdoing.  It  seems  to  us  tliat  the  Com- 
mission is  simply  saying  that  in  consumer  cases  the  difficulty  of  deter- 
mining honesty,  and  ultimately  dischargeability,  is  too  difficult,  has 
too  many  problems,  and  considering  the  relationship  between  tlie  con- 
sumer debtor  and  the  corporate  credit  grantor  the  cost  of  the  loss 
occasioned  by  fraud  or  the  dishonest  debtor  can  easily  be  absorbed  in 
the  credit  system.  The  National  Consumer  Finance  Association  is 
strongly  opposed  to  the  recommendation  of  the  Commission  to  elimi- 
nate as  a  ground  for  determining  the  nondischargeability  of  a  debt  in 
a  consumer  case,  the  fact  that  the  debt  was  created  by  false  repiesenta- 
tions  or  false  pretenses,  or  Avas  incurred  by  reason  of  a  materially  false 
statement  in  writing  respecting  the  debtor's  financial  condition. 

The  Commission's  proposal  in  consumer  cases  is  broader  than  just 
the  accusation  that  consumer  credit  grantors  were  found  to  take  state- 
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ments  of  indebtedness  for  the  purpose  of  entrapping-  a  bankrupt.  The 
Connnission  proposes  that  any  false  representation  to  obtain  credit 
in  a  consumer  case  should  not  be  actionable. 

Almost  all  consumer  lenders,  including-  credit  unions,  banks  and 
consumer  finance  companies,  take  some  form  of  credit  statement  be- 
fore credit  is  extended.  "With  the  adA-ent  of  restrictions  on  consumer 
credit  reporting  contained  in  the  Fair  Credit  Eeporting  Act,  the 
divei'sity  of  consumer  credit  sources,  and  the  expansion  of  consumer 
credit,  the  representations  of  the  prospective  borroW'er  become  more 
imporiant  and  are  most  frequently  the  only  determination  of  the 
borrower's  outstanding  indebtedness  and_  conversely  his  ability  to  re- 
pay. Tliose  credit  bureaus  or  reporting  agencies  that  can  be  checked 
will  seldom  disclose  the  existence  of  overextended  credit  card  accounts, 
credit  incurred  in  otlier  areas  of  the  country,  or  obligations  owing  to 
creditors  who  are  not  members  of  the  rej3orting  credit  bureau. 

Prior  to  the  1970  Amenduients  to  tlie  Bankruptcy  Act  whereby  the 
exclusive  foruni  to  determine  the  eifect  of  the  discharge  was  not  before 
the  bankruptcy  judge  who  granted  it,  reports  of  consumer  credit  abuses 
concerning  statements  of  indebtedness  were  numerous.  We  believe  that 
the  evidence  upon  which  the  Commission  based  its  recommendations 
was  gathered  prior  to  tlie  experience  and  practices  which  exist  today. 
Statistics  in  the  Administi-ative  Office  of  the  U.S.  Courts  indicate  tliat 
those  ap])lications  to  determine  dischargeability  which  are  presently 
lieing  heard  by  bankruptcy  judges,  reflect  as  many  instances  of  debtors 
being  deraed  dischargealnlity  of  a  consumer  debt  as  those  in  which  the 
bankrupt  prevails.  From  my  own  experience  in  the  trial  of  discharge- 
ability cases.  I  can  report  to  you  that  thei'e  are  frequent  situations  in 
which  debtors  readily  admit  that  if  they  had  truthfully  disclosed  their 
financial  condition,  they  kn.ovv  they  would  not  be  granted  the  credit 
extension.  There  are  other  cases  of  false  pretenses,  forged  signatures 
and  false  identifications  to  obtain  credit.  Surely  Congress  would  not 
propose  to  grant  these  people  a  discharge  of  the  debt  simply  because 
it  is  too  costly  to  provide  a  forum  in  which  to  litigate  it.  We  believe 
that  a  forum  should  be  preserved  for  a  creditor  to  challenge  the  dis- 
chargeabilit}'  of  any  debt  incurred  through  dishonest}-. 

The  judges  bill  recognizes  the  need  to  determine  the  rpiestion  of 
honest}-  in  connection  with  the  discharge  of  consumes'  debt.  In  their 
bill,  they  do  not  restrict  the  question  of  whether  the  debt  was  incurred 
through  false  pretenses  or  representations,  or  by  means  of  a  written 
false  financial  statement  to  commercial  transactions.  They  apply  these 
principles  to  all  credit  transactions — consumer  and  commercial — but 
with  one  limitation  which  ^Ye  find  unwarranted.  In  section  4-506 
(a)  (2),  the  bar.kruptcy  judges  would  limit  the  creditor's  recovery  to 
"nev,-  money  obtained  in  an  extension  or  i-enewal  of  credit"  wliere  fraud 
or  a  false  financial  statement  was  given  to  induce  the  credit  extension. 
Tliis  approach  ignores  the  reality  of  credit  transactions  where  the  old 
obligation  is  renewed  by  the  writing  of  a  new  loan,  a  part  of  the  pro- 
ceeds of  which  pay  off  the  loan.  Suppose  the  old  loan  was  also  procured 
thi'ough  fraud.  The  creditor  could  not  base  an  action  upon  it  since 
the  note  was  marked  paid  and  returned  to  the  debtor.  Why  should  a 
creditoi'  be  restricted  to  new  money  if  lie  can  show  fraud  through  a 
series  of  transactions  even  though  the  debt  is  evidenced  only  by  the 
latest  note  in  the  credit  renewal  process.  Do  vre  discharge  part  of  the 


172 

fraud  but  not  the  other?  We  see  no  sound  reason  for  this  limitation. 
Tlie  debt  is  the  upaid  balance  on  the  note.  The  debt  should  either  be 
discharged  or  not  discharged. 

The  bias  with  which  the  Commission  approaches  the  question  of 
dischargeability  is  demonstrated  by  the  special  treatment  it  recom- 
mends to  prohibit  the  discharire  within  a  specified  period  of  an  edur^a- 
tional  loan.  While  we  agree  that  "such  abuses  discredit  the  system  and 
cause  disrespect  for  the  law  and  those  charged  with  its  administra- 
tion,"' we  cannot  agree  that  only  students  should  be  discouraged  from 
disrespecting  the  law. 

We  endorse  the  provisions  of  both  the  Commission  bill  and  the 
judges  bill  which  have  added  to  section  4-506 (a)  (3)  the  provisions 
authorizing  the  administrator  or  bankruptcy  judge  to  find  that  a  debt 
crea,ted  on  the  eve  of  bankruptcy  v*^ith  no  intention  of  repaying  it  is 
nondischargeable.  We  are  ]3uzzled,  however,  by  the  90-day  restric- 
tion and  can  see  no  valid  distinction  between  a  debt  created  91  days 
])rior  to  bankruptcy  without  intention  of  repaying  it  or  a  debt  created 
within  a  period  of  90  days.  Whether  the  debtor  intended  to  re])ay  the 
obligation  or  not  at  the  time  of  its  creation  is  a  question  of  fact  that 
should  be  left  unrestricted  for  presentation  to  the  bankruptcy  court. 

Both  bills  propose  to  shorten  the  present  bar  against  filing  a  subse- 
quent petition  from  6  to  5  years.  The  Commission's  rejDort  oilers  no 
justification  for  this  reduction  in  time,  and  while  this  may  not  be  con- 
sidered a  serious  objection  standing  in  isolation,  it  becomes  a  matter 
of  concern  to  this  association  in  context  witli  other  recommendations 
of  the  Commission.  First,  the  Commission  proposes  that  if  the  con- 
sumer debtor  because  of  circumstances  beyond  his  control,  in  the 
opinion  of  the  administrator,  needs  relief  in  advance  of  the  expiration 
of  the  5-year  period,  the  administrator  may  permit  him  to  file  a  second 
or  subsequent  petition. 

Senator  Burdick.  Could  you  suspend  for  a  few  miiiutes.  please  ? 

[A  brief  recess  was  taken.] 

Senator  Burdick.  It  is  difficult  to  run  a  one-man  show  here  today. 
Please  proceed. 

Mr.  WiESE.  I  pointed  out  that  the  administrator  may  permit  a  sub- 
sequent petition  to  be  filed.  I  think  the  problem  really  lies,  in  fact,  that 
not  o]^ly  can  the  administrator  permit  a  subsequent  filing.  I^ut  a  debtor 
who  files  for  a  composition  proceeding  whereby  he  pays  ]5art  but  not 
all  of  his  bill,  is  not  prohibited  from  filing  a  subsequent  bankruptcy. 
And  conversely,  a  debtor  who  files  a  straight  bankruptcy  is  not  per- 
mitted within  any  time  of  coming  back  and  asking  for  a' composition 
proceeding. 

We  submit  that  this  creates  a  setting  by  the  Commission  where  a 
consumer  debtor  can  remain  in  a  perpetual  state  of  bankruptcy  relief 
for  administration  by  the  court. 

On  the  subject  of  exemptions,  the  National  Consumer  Finance  As- 
sociation subscribes  to  the  position  of  the  Commission  that  exemption 
laws  for  the  purpose  of  bankruptcy  throughout  the  United  States 
should  be  uniform.  Section  4-503  of  the  Commission's  proposed  act 
established  uniform  exemptions  to  be  used  throughout  the  T'nited 
States  in  the  bankruptcy  process.  They  appear  to  be  liberal,  bu.t  fair. 
In  our  opinion,  uniformity  is  necessary  to  prevent  sliopping  for  the 
bankruptcy  forum.  We  disagree  Avith  the  approach  taken  by  the  bank- 
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riiptcy  judges  that  would  allow  State  exemption  laws  to  supersede 
those  specilied  in  the  Bankruptcy  Act  if  more  liberal  to  the  ilebtor. 
This  approach  would  defeat  the  uniformity  of  the  exemption  process. 
^Ye  believe  that  the  monetary  floor  of  $25,000  in  exem])t  property  is 
excessive,  not  withstanding  our  inflationary  econom3^  It  is  not  essen- 
tial to  accomplish  the  purposes  of  a  fresh  start  to  the  bankrupt.  Fur- 
thermore, whatever  monetary  limit  may  be  placed  upon  tlie  value  of 
exempt  propert3\  the  approach  taken  by  the  bankruptcy  iu.djies  ap- 
pears to  us  to  be  static.  The  value  of  exempt  property  could  be  allowed 
to  fluctuate  and  by  way  of  illustration  could  be  tied  to  the  consumer 
price  index. 

On  discrimination,  both  bills  provide  that  "a  person  shall  not  be 
subjected  to  discriminatory  treatment."  Tlie  National  Consumer  Fi- 
nance Association  believes  that  prohibitions  ag-ainst  discriminatory 
treatment,  being  in  the  nature  of  civil  riohts  legislation,  has  no  ]3lace 
in  the  Bankruptcy  Act  itself. 

We  fear  that  the  language  in  the  section,  as  drafted,  could  be  sus- 
ceptible to  misinterpretation  in  its  application  in  the  field  of  credit 
granting.  The  Commission's  report  makes  it  clear  that  in  its  opinion 
discriminatory  treatment  improperl}^  frustrates  a  major  policy  of  the 
Bankruptcy  Act  and  constitutes  an  erosion  of  the  fresh  start  approach. 
In  explaining  the  purpose  of  this  section,  the  Commission  report 
states : 

Therefore,  the  Commission  recommends  that  no  one  he  su'ujeoted  to  dis- 
criminatory treatment  because  he,  or  any  person  with  whom  iie  is  or  has  been 
associated,  is  or  lias  been  a  debtor  or  has  failed  to  pay  a  discharged  debt  in  a 
case  under  the  Act. 

The  fact  of  a  bankruptcy  is  a  fact,  and  it  cannot  be  erased.  The  con- 
sequences of  that  fact  within  the  credit  industry  are  bound  to  be  inter- 
preted, correctly  or  incorrectly,  as  discrimination,  and  lead  to  con- 
fusion, uncertainty,  and  litigation. 

Legislative  prohibition  against  discrimination  should  not  form 
a  part  of  the  Bankruptcy  Act.  It  should  be  left  to  the  Equal  Credit 
Opportunity  Act  or  other  measures  and  bills  for  regulation. 

We  appreciate  this  opportunity'  to  pi^-sent  our  viewpoint  concern- 
ing the  consumer  credit  aspects  in  both  of  these  bills.  We  would  be 
happy  to  attempt  to  respond  to  any  questions  that  you  might  have  or 
to  assist  the  staff  or  the  sul)Comm.ittee  in  any  wav  to  acliieve  a  balanced 
bill. 

Senator  Burdick.  Thank  you  for  your  contribution  this  morning. 
We  do  have  a  few  questions  at  this  time.  What  do  you  mean  by  wrong- 
doing in  the  following  sentence:  "Bankruptcy  relief  is  necessary  for 
debtors  who  are  overextended  through  circumstances  not  attendant 
to  their  own  wrongdoing."  What  do  you  mean  by  wrongdoing? 

Mr.  WiESE.  I  think  that  wrongdoing  in  that  context,  M.v.  Chairman, 
could  he,  for  example,  a  debtor  who.  through  a  series  of  false  repre- 
sentations, went  out  and  amassed  a  large  amount  of  credit,  knowing 
tliat  he  had  no  possibility^  of  I'epaying  it. 

Senator  Burdick.  Tantamount  to  fraud,  would  it  not  ? 

]M[r.  WiESE.  I  think  it  would  be,  yes.  Anotlier  exam})le :  he  may  will- 
fully, maliciouslv  dispose  of,  destroy,  or  conceal  security  for  an  obli- 
gation. That  would  fall  in  that  categor3\ 
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Senator  Burdick.  VMien  you  use  wrongdoing,  are  you  using  it  in 
moic  or  lass  a  criminal  sense  } 

]Mr.  WiESK.  I  do  not  think  T  am  using  it  in  a  f^riminal  sense  iieces- 
sarily.  If  we  are  talking  about  burdens  of  proof,  1  do  not  think  it  lias 
to  be  beyond  a  reasonable  doubt. 

Senator  Burdick.  I  am  trying  to  distinguish  between  a  fellow  wlio 
mn.ooently  gets  into  trou'^le.  v.liere  he  has  sickness  in  the  family,  and 
things  of  that  nature — you  do  not  call  that  wi-ongdoing. 

Mr.  WiESE.  I  am  not  talking  about  the  man  who  has  sickness,  no. 
To  distinguish,  I  think  that  is  a  valid  distinction. 

Senator  Burdick.  You  are  talking  about  those  who  intend  to  de- 
fraud, and  evidence  to  suj^port  that  intention? 

INIr.  WiESE.  If  the  evidence  shows  that.  But  each  case  is  a  question 
of  fact,  and  there  should  be  a  forum  to  determine  that. 

Senator  Burdick.  In  your  opening  statemeiit,  you  observed  that  the 
bankruptcy  laws  nnist  be  structured  so  as  to  preserve  and  j^iotect  the 
lights  of  the  creditoi's  to  their  collateral.  Do  you  think  that  the  debtor's 
moral  obligation  to  the  unsecured  creditor  is  as  great  as  to  the  secured 
creditor? 

]Mr.  WiESE.  I  do  not  find  th?"  distinction  between  the  two,  ]\Ir.  Chair- 
man. I  think  he  has  an  equal  obligation. 

Senator  Burdick.  In  your  opening  statement,  you  alleged  that  the 
Bankruptcy  Act  should  be  structured  to  encourage  sound  money  man- 
agement practice  by  consumers.  Do  you  agree  that  the  proposed  Bank- 
ruptcy Act  should  be  structured  to  encourage  sound  lending  practices 
by  the  creditors  ? 

]Mr.  WiESE.  I  think,  Mr.  Chairman,  that  when  we  are  talking  about 
sound  lending  practices  by  the  creditor,  this  may  not  be  the  proper 
forum,  in  the  Bnnkruptcy  Act,  to  encourage  this;  because  we  have 
more  and  more  laws  coming  each  year  which  encourage  sound  lending 
practices,  primarily  in  the  area  of  disclosure.  "We  have,  basicalh',  the 
Consumer  Credit  Protection  Act,  and  we  have  all  kinds  of  State  leg- 
islation to  regulate  the  credit  grantor  so  he  has  a  sound  lending  prac-- 
tice.  If  that  is  responsive  to  your  question 

Senator  Burdick.  I  am  referring  to  tlie  pushing  of  credit  cards, 
and  things  of  that  nature. 

Mr.  "\ViESE.  You  have  the  unsolicited  credit  card  section  of  the  Con- 
sumer Credit  Protectiou  Act.  which  was  aimed  pnrticidarly  at  th^t 
pi-oblem.  I  do  not  think  the  Bankru]>tcy  Act  is  where  these  problems 
of  social  correction  from  cr-edit  extension  should  be  approached. 

Senator  Burdick.  I  am  not  sure  whether  we  have  counseling:  in  this 
bill,  or  not,  as  far  as  consuniers.  I  understand  we  do  not.  We  have 
counseling  as  far  as  legal  rights.  Is  that  the  way  you  read  the  act? 

;Mr,  Wtese.  As  I  read  the  act,  it  goes  to  his  legal  rights;  v.hether 
you  should  go  to  straight  l)ankruptcty.  or  a  chapter  proceeding.  On 
the  subject  of  counseling,  I  cei'tainly  subscribe  to  consumer  education, 
fts  opposed  to  counseling,  to  the  solution  of  that  very  problem. 

Senator  Burdick.  According:  to  your  openina"  statement,  you  believe 
that  the  adoption  of  S.  286,  the  Commission  bill,  would  substantially 
increase  the  number  of  bankruptcy  cases  filed  by  the  consume?' 
debtoi's — would  you  explain  to  me  again  why  you  believe  that  would 
occur  ? 
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Mr.  WiESE.  Well.  I  tliink  it  is  soli"-o\idoiit  from  some  of  the  appen- 
dixes that  Ave  haA-e  attached  to  o)ir  statement  that,  if  you  create  a 
settiniT  m  which  the  delator,  or  in  his  commimitv,  feels  that  the  ease  of 
discharging:  his  debts  is  without  any  problem  to  him  in  terms  of  obtain- 
ino-  his  collateral,  paying  for  his  collateral,  tliat  you  are  <ifoinc:  to  ac- 
celerate the  number  of  filinos  of  consumer  ])etitions,  sim])ly  because 
it  will  become  as  popular  as  filing  an  income  tax  return.  I  think  thei'e 
are  a  lot  of  people  in  this  countiy  avIio  would  take  advantage  of  that, 
wisely  or  unwisely,  as  some  kind  of  a  right,  without  any  recognition 
of  the  contractual  moral  ity  of  tlie  credit  obligations. 

Mr.  NoRRis.  Mr.  Chairman,  under  the  Commission  bill  wlien  a  per- 
son goes  in  and  sees  the  administrator,  an  open  petition  is  prepared, 
find  at  a  later  date  he  determines  whether  the  de])tor  should  opt  for 
:\  Chapter  XIII  or  a  straight  bankru.ptcy;  it  seems  to  me — I  know 
fiom  Tny  own  experience — that  a  lot  of  peojjle  in  financial  trouble  go  to 
a  lawyer  to  see  what  can  be  done  al)0ut  it.  At  that  time,  many  lawyers 
take  it  upon  themselves  to  counsel  in  the  sense  that  ]Mr.  ^Viese  is  allud- 
ing to,  and  sometimes  matters  are  Avorked  out  by  making  phone  calls 
to  creditors.  I  liaA^e  personally  done  this  myself :  Avorked  out  the  matter 
Avithout  bankruptcy,  by  being  an  intoi'mediary  betAA-een  the  debtor  and 
tlie  ci'editor,  and  frequently  it  AA'orks  out  to  e\-erybody's  satisfaction.  I 
l)elieve  that  the  Commission  bill — I  tliink  this  is  A^hat  avo  are  trying  to 
say  to  you,  Mr.  Chairman,  that  Ave  belieA'e  that  there  sliould  be  some 
apparatus  that  the  Commission  bill  fails  to  ])rovide  to  achieve  this  kind 
of  a  result. 

Senator  Burdick.  "Well,  what  I  am  ti'ying  to  put  my  finger  on  here 
is,  Avhy  Avould  an  indiA'idual,  consumer  or  other Avise,  be  more  apt  to 
take  advantage  of  this  under  the  proposed  act  than  under  the  present 
act  (  Why  is  the  proposed  act  more  conducive  to  seeking  a  discharge 
of  del  )ts  through  bankruptcy '( 

]Mr.  WiESE.  I  think  you  have  to  loo]-:  at  many  segments  of  the  pro- 
posed bill  as  a  Avhole  before  you  can  put  your  finger  on  the  setting 
that  Avould  be  created  by  its  enactment  in  its  present  form.  In  the  first 
place,  you  are  discouraging  the  bankruptcy  lawyers,  or  the  bar,  or  the 
creditors'  laAvyers,  from  participating  in  the  bankruptcy  processs  by 
the  administrative  apjjroach. 

Senator  Burdick.  What  does  a  Avage  eainer  Avho  is  hopelessly  in  debt 
and  has  no  assets  except  a  fcAV  household  goods — maybe  an  old  cp  t — 
Avliat  does  he  need  a  laAvyer  for  ? 

]Mr.  WiESE.  In  the  first  place.  I  think  he  needs  a  laAvyer  in  order  to 
try^ — he  niaj^  AA-ell  be  able  to  deal  Avith  his  ci'editoi-  himself,  or  his  group 
of  creditors.  I  can  speak  from  my  OAvn  practice.  We  haA"e  many  debtors 
against  Avhom  collection  cases  are  filed,  aa'Iio  Avill  come  in,  disclose  their 
circumstances,  be  able  to  AA'ork  out  either  payment  arrangements  or 
settle  their  obligation,  for  a  A'ery  nominal  sum  in  i-elationship  to  the 
amount  owing.  That  man  does  not  need  a  barikruptcy.  He  should  not 
be  encouraged  to  go  into  the  bankruptcy  process.  He  should  be  en- 
couraged to  go  talk  to  his  creditors.  Most  of  the  j^roblems  arise  from 
the  fact  that  people  are  not  adequately  educated,  and  creditors  are  not 
adequately  educated,  to  talk  to  one  another  about  these  financial  prob- 
lems. I  do  not  think  that  creating  a  bankrui)tcy  machinery  to  do  this 
for  them  is  a  social  solution  to  the  prol)]eui.  You  still  haA'e  to  come  back 
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to  education,  and  I  think  that  once  you  create  this  machine,  you  are 
goina^  to  find  that  the  people — it  will  be  advertised  to  the  point  that 
it  will  become  popular.  Your  bankruptcy  bar  is  going;  to  go  into  an- 
other area  of  practice,  because  there  is  no  room  left  for  them  in  the 
Commission  bill.  Someone  is  going  to  have  to  pay  the  additional  cost 
of  the  extension  of  credit;  namelj-,  the  people  who  do  pay. 

Senator  Burdigk.  The  type  that  1  refer  to  are  people  wjio  are  up  to 
their  neck — probably  have  had  two  or  three  garnishments  h]ed  against 
them.  They  do  not  have  any  money  for  a  lawyer.  They  probably  do 
not  even  have  the  money  for  filing  the  petition  in  the  first  instance.  I 
am  just  wondering,  as  a  practical  matter,  how  they  can  get  this 
service. 

Mr.  WiESE.  As  a  practical  matter,  in  the  Southwest  area  of  the  coun- 
trj'^,  where  I  come  from,  we  have  organizations,  consumer  credit 
counseling  organizations.  They  are  sponsored  by  creditor  groups. 
They  advertise,  they  counsel  tliese  people  on  a  nonprofit  basis.  As  I 
stated  earlier,  from  our  own  experience,  many  of  these  people  do  not 
have  a  lawyer.  They  come  in,  visit  the  creditor  directly,  and  work  out 
an  arrangement  with  him  on  their  particular  obligation.  If  this  per- 
son is  someone  who  through  misfortune  or  illness  is  on  welfare,  his 
creditor  is  not  going  to  push  that  debtor  into  bankruptcy  through 
garnishment.  He  knows  that  there  is  nothing  to  get  through 
garnishment.  There  are  other  consumer  credit  protection  laws  that  will 
j^rohibit  this  creditor  taking  this  action,  even  if  he  were  disposed  to 
do  so.  Therefore,  I  do  not  believe  that  it  is  necessary  to  build  in  this 
kind  of  machinery  into  the  bankruptcy  law. 

Senator  Bitedick.  Let  us  get  to  my  first  question.  What  feature  of 
this  bill  is  going  to  encourage  a  man  to  file  who  would  nor  file  under 
present  law,  what  feature? 

i'tlr.  WiESE.  Several  features. 

Senator  Bxti^dick.  Give  me  one. 

Mr.  "\YiESE.  One  of  them  is  the  fact  that  if  he  has  secured  credit,  if 
he  has  a  mortgage  on  the  automobile,  the  furniture,  if  the  administra- 
tor has  to  make  the  evaluation  on  those  secured  claims,  then  from  the 
creditor's  point  of  view,  it  is  going  to  quickly  come  to  pass  and  be 
known  that  the  creditor  cannot  afl'ord  to  come  in  before  the  bankruptcy 
judge  in  each  case,  in  order  to  have  an  evaluation  appraisal  or  determi- 
nation made  of  this  type  of  collateral.  Therefore,  he  no  longer  has  any 
responsibility.  The  creditor  cannot  talk  to  liim  about  reaffii-mation. 
cannot  enforce  a  reaffirmation.  There  is  no  penalty  built  into  this  bill 
for  any  false  statement,  wrongdoing,  in  the  obtaining  of  this  credit. 
T  think  tliese  are  among  the  significant  provisions  from  the  consumer 
standpoint. 

Senator  Burdtck.  What  you  are  putting  your  finsfer  on  is  the  fact 
that  a  man  might  have  secured  property  and  it  will  be  too  expensive 
for  the  credtiors  to  obtain  appraisals  in  every  case.  That  is  the  feature 
that  you  think  is  going  to  lead  to  it  ? 

Mr.  WiESE.  I  think  that  is  one  of  the  strong  features  that  will  make 
it  that  way.  It  is  just  a  matter  of  economics  in  your  consumer  debt 
area,  that  creditors  cannot  afford  this  i^rocess. 

Senator  Burdick.  I  see.  This  cost  factor  works  both  ways. 

Mi-.  Wiese.  Oh,  yes. 
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Senator  Burdick.  You  do  not  deny  that  the  creditor  has  that  right  to 
challenege  any  vakie  that  an  administrator  makes  ? 

Mr.  WiESE.  I  do  not  deny  that  he  has  the  right.  I  simply  feel  that  it 
is  not  necessary  to  place  that  burden  on  the  creditor.  It  should  be  the 
debtor's  obligation.  I  think  the  debtor  has  the  moral  obligation  to 
come  to  the  secured  creditor. 

Senator  Burdick.  Do  you  think,  in  each  case,  that  the  secured  credi- 
tor should  exhaust  his  security? 

Mr.  WiESE.  Yes,  I  do.  I  think  that  is  a  right. 

Senator  Burdick,  Even  though  he  may  not  realize  any  more  than 
the  appraised  value? 

Mr.  WiESE.  He  should  have  that  right,  and  it  should  be  the  debtor's 
burden  to  move  forward  on  the  secured  claim,  because  as  a  practical 
matter,  at  least  in  the  area  that  I  practice,  it  has  not  been  a  problem.  It 
has  worked  out  very,  very  seldom  w^here  we  ever  go  before  a  bank- 
ruptcy judge  on  the  question  of  collateral  evaluation.  Ninety-nine  per- 
cent of  the  cases  are  worked  out  between  the  bankrupt,  the  creditor 
directly,  or  the  lawyers  for  the  bankrupt  and  creditor  without  en- 
cumbering the  court  system  with  the  necessity  for  this  determination 
in  every  case,  which  is  a  tremendously  expensive  process  to  everyone 
involved. 

Senator  Burdick.  So,  as  a  practical  matter,  this  has  been  done. 
There  has  been  a  settlement  that  has  been  made  to  creditors  at  the 
appraised  value  of  secured  property, 

^Ir.  WiESE,  I  do  not  choose  to  call  it  the  appraised  value.  I  choose 
to  call  it  the  agreed  value,  I  do  not  mean  to  be  semantical  about  that. 
I  think  the  distinction  between  what  is  happening  in  my  area  of  the 
country,  and  Avhat  the  Commission  proposes  in  their  bill  to  do,  is  that 
the  Commission  proposes  to  require  this  determination,  in  every  in- 
stance, in  the  bankruptcy  courts  by  an  administrative  appraiser  or 
some  oliicial ;  and  we  have  added  this  burden  not  only  to  the  parties  in- 
^•oived  in  this  proceeding,  but  the  court  as  w^ell,  unnecessarily. 

Senator  Burdick,  I  see. 

Could  you  further  elaborate  as  to  how  the  1970  amendments  to  the 
Bankruptcy  Act,  and  the  1973  rules  changes,  and  maybe  the  proposed 
Bankruptcy  Act  or  unresponsive  to  realities  of  the  debtor-creditor 
situation  today? 

]Mr.  WiESE.  I  did  not  mean  to  imply  that  they  complicated  the  prob- 
lem. I  mean  to  imply  that  they  solved  it.  basically  on  what  the  Com- 
mission based  its  recommendations.  Remember,  Mr,  Chairman,  before 
1070  in  most  areas  of  the  country  you  did  not  come  before  the  banl:- 
ruptcy  judge  to  have  a  question  of  dischargeability  determined  under 
section  17  of  the  Bankruptcy  Act.  What  would  happen  is  that  the 
creditor  after  bankruptcy  would  file  an  action  in  State  court.  It  was 
the  obligation  of  the  bankrupt  to  plead  and  prove  his  discharge  as  a 
defense  to  that.  The  State  court  judge  was  called  upon  to  determine 
vrhether  this  discharge  applied  to  the  debt  or  not. 

In  many  areas  of  the  country  there  did  occur  abuses  of  that  prac- 
tice. It  was  always  tlie  problem  of  some  other  judge  trying  to  elFectu- 
ate  or  sive  substance  to  the  discharge  granted  by  the  bankruptcy 
judae.  "When  the  dischargeability  amendments  of  1970  requJred  that 
all  tliese  matters  be  determined  by  the  bankruptcy  court  itself,  I  think 
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that  it  solved  any  of  these  criticisms  or  abuses  where  they  did  exist 
in  outlying  areas  or  by  people  who  did  not  understand  the  Bank- 
ruptcy Act  itself . 

Xow,  all  the  horror  stories  that  you  read  about  in  periodicals  that 
I  have  seen  are  based  upon  the  cii'cumstances  that  existed  before  these 
amendments  to  the  Bankru])tcy  Act  occurred.  Even  the  studies  con- 
ducted by  Brookin£>-s  were  before  that.  It  was  based  on  that  evidence, 
it  seemed  to  us.  that  the  Commission  is  makinof  its  recommendations. 
So  the  factual  bafkaround  of  tliis  does  not  call  for  the  conclusion  that 
they  have  drawn. 

Senator  Burdick.  In  other  words,  you  believe  those  amendments 
made  some  necessary  corrections,  and  this  has  not  been  taken  into 
account. 

Mr.  WiESE.  I  subscj'ibe  to  that  100  percent  as  our  position. 

Senator  Bi'rdick.  Your  openinir  statement  dealt  to  some  extent 
with  i)roposed  riiihts  of  redemption  under  section  4-504  of  both  the 
Commission  and  the  judo-e  bills.  Section  4-504  in  reality  proposed 
that  only  the  debtor  mav  redeem  property  from  liens  securina'  a 
consumer  debt,  thot  tlie  viable  pi'operty  of  the  debtor  has  been  handed 
to  the  trustee.  He  must  pay  the  holder  of  the  lien  the  full  market  value 
of  the  proDertv  or  at  least  the  amount  of  his  claim. 

Thus,  the  benefit  to  tlie  debtor,  whicli  may  be  substantial,  still 
leaves  the  creditoi-  Avitli  the  fair  market  value  of  his  item,  which  is 
all  he  could  reasonablv  expect  if  he  were  to  repossess  the  item  and 
sell  it  on  the  open  market.  Is  this  a  drastic  resti'ucturina'  of  the  riolits 
of  the  consumer  creditor?  Yon  say  in  manv  cases  this  happens. 

You  mny  have  answered  this  question.  Would  you  like  to  add  any- 
thinji'  to  it  ? 

Mr.  WiESE.  Yes;  I  would  like  to  add  somethino-to  it,  Mr.  Chairmnn. 
I  think  we  are  statically  lookino-  at  the  riohf  of  the  creditor  in  this 
collateial  by  lookiuL'  only  to  fair  market  value.  As  a  creditor  o-vantor, 
I  niay  want  to  take  a  security  api-eement  on  some  particular  obicct  or 
objects  that  I  know  at  the  time  of  the  credit  extension  have  particular 
meanin.^  to  the  oblia^ator  or  morto-affor.  I  knoAv  because  he  would  not 
want  that  pi'operty  removed  fi'om  his  possession  that  I  have  an  in- 
tanoible  security  interest  that  could  never  be  measured  by  fair  market 
value  alone.  These  are  rights  peculiar  between  the  debtor  and  the  credit 
grantor. 

An  automobile  is  the  converse  of  that.  "We  know  it  has  a  blue  book 
value.  We  can  automatically  con\-ert  property  into  dollars,  and  we 
liaA'e  no  problems.  I  think  what  in  effect  is  happening  by  this  ap- 
]3raisal  process  is  that  thev  are  destroying  the  intan.oible  interest  of  the 
secured  party  in  collateral,  and  it  is  to  this  tliat  we  also  object. 

Senator  Bi'nnicK.  ]Mr.  Weise,  you  bring  out  two  areas  where  you  feel 
there  are  constitutional  questions — first,  regarding  the  voiding  of  reaf- 
firmation agreements,  and  second,  the  situation  where  the  debtor  is 
given  the  option  to  retain  the  collateral  and  pay  the  reasonable  market 
value  in  bankniptcy  or  suriender  the  collateral  to  tlie  creditor. 

What  specific  parts  of  the  Constitution  do  you  feel  are  being 
violated? 

Mr.  WiESE.  I  do  not  hold  myself  out  as  a  constitutional  expei-t.  l^lv. 
Chairman,  but  I  think  that  it  is  (juite  patent  that  tlie  freedom  of  con- 
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tract,  botli  from  tlio  standpoint  of  the  debtor  and  the  standpoint  of  the 
creditor.  The  creditor  is  not  permitted  by  the  statute  to  make  an  en- 
forceable contract  in  the  reaffirmation  settino;. 

In  the  due  process  area  the  debtor  is  beino;  deprived  of  the  oppor- 
tunity to  use  his  own  property',  his  coHateral,  to  pledge  it,  convey  it, 
(incumber  it,  hypothecate  it,  for  a  loan  or  for  an  extension  of  credit.  I 
do  not  believe  that  a  statute  has  a  right  to  deprive  him  of  his  interest 
in  his  property  in  the  way  that  this  proposal  does. 

Senator  Burdick.  Yovi  stated  that  there  are  several  proposals  of  the 
Commission  which  j^ou  feel  if  enacted  into  laAv  would  first  seriously 
midermine  the  availability  of  credit  to  those  who  most  need  it,  and  to 
indirectly  affect  the  authority  of  the  manufacturers  of  goods  and 
consumer  products  to  sell  tlieir  wares  on  the  marketplace.  You  men- 
tioned specifically  the  secured  creditor's  rights  to  his  collateral,  as 
opposed  to  the  fair  market  value,  and  the  voiding  of  the  reaflirmation 
as  examples  that  would  lead  to  a  creditor-grantor  to  require  higher 
downpayments  and  shorter  terms  of  payment. 

Do  you  thinic  that  this  is  an  inevitable  result  ? 

Mr.  WiESE.  Yes;  I  do  think  it  is  the  inevitable  result  because  you 
have,  no  matter  what  you  do  in  this  Bankruptcy  Act,  you  have  to  re- 
member that  tlie  marketplace  is  responsible  to  lender  ci-edit,  whether 
it  is  in  the  form  of  loans  or  sales  finance  money.  To  the  extent  that 
you  interfere  with  the  secuiity  interest,  to  the  extent  that  you  interfere 
or  accelerate  the  opportunity  for  a  debtor  to  discharge  himself  with 
tliese  obligations,  it  is  going  to  have  an  impact  in  the  marketplace  on 
this  lender  credit.  If  you  give,  for  example,  the  trustee  or  the  admin- 
istrator or  the  bankruptcy  judge  the  right  to  change  the  contractual 
terms  on  an  automobile  contract,  this  is  going  to  be  taken  into  account 
in  the  initial  credit  extension. 

As  I  mentioned  we  have  a  50-percent  ratio  of  turned  clown  loan  ap- 
plications now,  and  it  may  be  higher,  because  there  may  be  certain 
segments  of  the  population  which  will  just  not  r[ualify  for  credit. 

Senator  BrRDiriv.  If  I  may  be  the  devil's  disciple  for  a  few  seconds, 
maybe  that  would  be  good,  to  have  higher  doAvnpayments. 

Mr.  WiESE.  You  have  now  touclicd  upon  a  philosophical  problem  tlie 
Congress  must  decide,  but  that  would  be  the  effect,  in  my  opinion. 

Senator  Burdick.  Under  Cha])ter  VI,  the  wage-earner  plan,  you 
disagree  with  the  wisdom  of  giving  the  administrator  or  bankruptc}' 
judge  the  right  to  restrain  a  creditor  from  enforcing  a  security  inter- 
est and  giving  the  court  officer  the  power  to  reschedule  security  and 
'•reditor's  paymen.ts  without  his  consent.  As  this  provision  is  designed 
for  the  unsecured  creditor,  does  this  not  lielp  to  establish  the  morality 
of  the  marketplace  which  is  the  keystone  of  your  view  of  the  bank- 
ruptcy bill  ? 

^Ir.  WiESE.  I  am  afraid  I  do  not  quite  follow  that  cpiestion,  Mr. 
Chairman. 

Spuator  Burdtck.  You  restructure  the  question. 

]Mr.  Btirgum.  Under  Chapter  VI  the  Commission  recommended  that 
payments  be  rescheduled  so  that  the  debtor  could  pay  a  secured  credi- 
tor and  the  unsecured  creditor  at  the  same  time.  The  Commission  felt 
that  this  would  cure  the  inequity  created  where  the  debtor  would 
then  pay  the  secured  creditors  and  would  then  change  from  Chapter 
XIII  into  straight  bankruptc}'. 
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The  Commission,  in  order  to  protect  the  unsecured  creditors,  said 
you  had  to  pay  the  secured  creditor  at  least  enough  to  protect  the 
value  of  his  property  through  depreciation  and  so  on.  At  the  same 
time,  you  have  to  provide  as  much  as  possible  for  the  unsecured  credi- 
tor during  that  process,  and  that  relates  to  the  earlier  question  about 
the  rights  of  the  secured  and  unsecured  creditor. 

Here  is  a  case  where  you  are  really  protecting  both.  Is  this  not  really 
bomething  in  sympathy  with  your  view  ? 

Mr.  WiESE.  Let  me  answer  that,  specifically,  by  what  we  do  in  our 
area.  In  the  first  ])lace,  I  think  the  automobile  would  l)e  the  classic 
example  of  this.  Uemembor  in  the  first  instance  the  payment  schedule 
on  that  automobile  was  based  on  the  anticipated  depreciation  over  the 
life  of  that  vehicle.  Usually  what  happens  if  you  want  to  put  together 
a  present-day  Chapter  XIII  plan,  your  bankruptcy  judge  takes  con- 
trol. He  is  not  going  to  let  the  secured  creditor  or  the  unsecured  credi- 
tor out.  He  says,  if  you  are  going  to  put  together  a  plan,  Mr.  Debtor, 
you  have  to  put  enough  in  here  so  you  can  keep  the  automobile  and 
make  the  contract  payments  on  the  automobile  and  also  have  a  divi- 
dend to  go  to  the  unsecured  creditor  simultaneously.  He  is  not  going  to 
have  a  plan  giving  secured  creditors  priority. 

What  the  Connnission  has  done — well,  we  will  let  the  administrator 
or  bankruptcy  judge  just  completely  alter  the  rights  of  that  contract, 
and  he  makes  a  subjective  determination  for  the  sake  of  putting  a  plan 
together  as  to  whether  the  secured  creditor's  security  is  aroino;  to  be  or 
not  going  to  be  protected.  I  am  simply  saying  that  is  not  within  the 
province  of  his  determination,  on  secured  contracts.  I  think  it  should 
be  left  up  to  the  debtor  to  provide  enough  money  into  the  plan  in  order 
to  satisfy  both  secured  and  unsecured,  if  he  wants  to  retain  the 
collateral. 

Mr.  BuRGU3i.  If  you  do  not  mind — during  the  Commission's  discus- 
sions— and  I  was  there,  so  I  remember  their  discussions  on  this  issue — 
possibly  in  your  area,  this  has  not  happened,  but  in  some  areas  in  order 
to  get  the  secured  creditor  approval,  they  had  to  agree  to  pay  the 
secured  creditors  off  first.  This  is  where  a  man  did  not  have  enough 
money  to  make  secured  payments  and  have  any  significant  leftover  for 
the  unsecured. 

Tlie  Commission  also  brought  out  that  in  certain  areas  creditors  have 
gotten  around  this.  Where  there  is  enough  money,  unsecured  creditors 
are  paid  off  at  the  same  time,  so  I  was  addressing  just  that  problem 
where  the  funds  are  really  too  short. 

Mr.  WiESE.  I  think  what  you  are  arguing  is  the  essential  philosophy 
of  whether  you  are  going  to  by  this  bill  abridge  the  contract  right  of 
the  secured  creditor  in  order  to  be  expedient  and  achieve  the  result  of 
having  someone  be  able  to  put  a  plan  together,  and  you  have  to  go  one 
way  or  the  other,  if  you  are  going  to  deal  with  a  secured  creditor  on 
his  contract  right,  and  he  is  going  to  be  arbitrary  about  it.  Maybe 
he  will  not  l)e  able  to  put  a  plan  together.  From  my  experience,  I  do 
not  think  that  is  going  to  happen. 

Mr.  BuEGu;'»r.  All  right.  But  the  desire  of  the  Commission  at  this 
point  was  not  to  assist  the  debtor  to  give  him  better  contract  terms. 
It  was  to  get  at  the  problem  of  the  unsecured  creditor.  I  think  at  least 
we  might  agree  that  that  was  a  noble  goal,  if  you  object  to  the  means. 

jNlr.  WiESE.  I  do  think  it  is  a  noble  goal,  but  you  might  also  have  a 
situation  where  you  have  so  many  secured  creditors  with  such  high 
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paj-nients,  there  is  no  possibility  where  you  could  put  a  plan  together 
Avithin  the  limitations  of  the  value  of  the  collateral,  then  I  do  not 
think  we  should  be  forcing  plans  just  for  the  sake  of  doing  it. 

Mr.  Burgujvi.  Right.  In  that  case  I  would  presume  unless  the  par- 
ticular bankruptcy  court  pushed  claims  a  lot,  we  would  have  straight 
bankruptcy  with  the  secured  property  being  returned. 

Mr.  WiESE.  Well,  sir,  it  is  funny.  Where  Chapter  XIII  is  working — 
and  it  can  work.  We  know  that  from  areas  of  the  country  where  the  bar 
and  the  bench  have  gotten  together  to  make  it  work,  what  you  are 
suggesting  just  does  not  happen  as  a  practical  matter,  because  creditor 
acceptance  of  Chapter  XIII  can  make  it  work,  but  you  cannot  force 
creditor  acceptance  of  the  proposals  of  the  Commission  to  alter  their 
contract  rights  against  their  wishes. 

Mr.  BuRGuar.  Let  me  ask  you  this  question — this  is  a  little  bit  off 
from  what  we  are  talking  about,  but  you  stated  where  it  is  working, 
tlien  the  credit  community,  probably  because  they  have  confidence, 
will  get  into  the  plan  even  the  secured  creditor.  Why  do  you  feel  this 
is  so  spotty  around  the  coiuitry  ? 

Mr.  y/iESE.  I  think  there  is  a  very  singular,  important  answer  tliat 
where  you  have  a  bankruptcy  judge  that  believes  in  Chapter  XIII,  and 
he  appoints  a  professional  trustee  to  handle  Chapter  XIII  cases,  and 
that  trustee  has  a  sufficient  staff  to  keep  creditors  informed  of  what  is 
ha]5pening  in  the  chapter  proceeding,  then  you  are  going  to  get  credi- 
tor acceptance  of  Chapter  XIII ;  they  welcome  it  as  an  alternative  to  a 
straight  bankruptcy  proceeding.  In  the  areas  wdiere  it  is  working,  I 
think  you  will  find  those  ingredients  present. 

^Ir.  BuRGUM.  I  do  not  think  that  this  is  the  statistical  evidence.  The 
people  I  have  talked  to  about  it  have  had  different  views.  The  bank- 
I'uptcy  judge  in  North  Dakota  feels  that  it  is  the  fault  of  the  bar  that 
does  a  lot  of  bankruptcy  practice,  that  they  do  not  want  to  fool  around 
with  a  3-year  plan.  He  has  tried  to  push  it.  He  has  tried  to  encourage 
the  use  of  Chapter  XIII.  He  feels  that  the  lack  of  acceptance  is  more 
the  fault  of  the  lawyers  who  would  rather  go  tlirough  the  quick, 
straight  bankruptcy. 

Is  that  too  simplistic  ? 

Mr.  WiESE.  If  you  want  to  call  it  simplistic,  I  think  you  can  always 
find  it  is  the  fault  of  somebody  else.  If  a  bankruptcy  judge,  in  my 
opinion,  wants  to  push  Chapter  XIII  proceedings,  he  has  many  ve- 
hicles through  which  he  can  do  it  quite  effectively  through  his  bank- 
ruptcy bar. 

Mr.  BuRGUM.  To  facilitate  people  getting  lunch,  we  will  move  on. 

You  were  here  when  ISIr.  Vaughan  testified. 

Mr.  AViESE.  Yes. 

j\Ir.  BuRGUM.  This  is  in  regard  to  a  reaffirmation.  The  basic  idea 
is  that  they  would  like  to  amend  the  Commission's  position  on  re- 
affirmation to  read  that  reaffirmation  would  be  permitted  within  a  rea- 
sonable time  after  the  filing  of  a  petition  if  the  reaffirmation  is  in 
writing. 

What  would  be  your  comments  on  that? 

]\Ir.  Wtese.  If  I  understand  what  you  just  said,  you  can  reaffirm  it 
if  the  reaffirmation  is  in  M^-iting? 

Mr.  BuRGUM.  In  writing,  and  within  a  reasonable  time  after  the 
bankruptcy  petition  has  been  filed. 
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'  Mr.  WiEPE.  My  comment  on  it  would  be,  as  long  as  you  are  not  talk- 
ina'  about  havinj^-  to  <io  to  the  Administrator  or  the  bankruptcy  iud<>(' 
in  order  to  put  some  validation  in  this  aoreement,  have  their  blessing 
on  it.  if  yoi;  please.  The  fact  that  you  do  it  within  a  reasonable  time — 
I  think  everybody  does  that  now  anyway — the  fact  that  it  has  to  be  in 
writing — everybodj'  does  that  anyway  now — or  at  least  in  my  experi- 
ence. The  pi'oblem  as  I  see  it,  if  you  are  talking  about  having  to  go 
down  and  ask  the  permission  of  the  bankruptcy  court  every  time  you 
want  to  reaffirm  a  debt  the  cost  factor  not  only  on  the  creditor  is  great 
and  on  the  debtor  is  great,  but  it  is  an  encumbering  process,  and  the 
bankruptcy  court  has  expenses  then  which  are  totally  unnecessary. 

Mv.  BiTK(;i-M.  Again,  T  am  not  expressing  a  position  on  this:  but  I 
think  ^^hat  Avas  eiivisioned  is  that  the  bankruptcy  court  would  deter- 
mine whether  the  I'eaffirmation  was  done  with  full  knowledge  and  free 
will  of  the  debtor,  and  not  as  to  the  advisability. 

^Ir.  Wtese.  This  is  where  I  depart  from  the  concept  radically,  for 
several  reasons. 

First  of  all.  I  do  not  think  we  should  set  up  this  bankruptcy  judi>e 
as  being  in  a  i')Osition  where  he  can  second  iruess  whether  an  agree- 
rnent  or  a  conti-act  between  a  cr-editor  and  his  debtor,  that  thev  aie- 
both  perfectly  ha]:)py  with,  is  unfair  or  fair  in  his  mind.  I  think  the 
parties  should  be  left  free  to  contract  between  themselves.  If,  every 
time  you  want  to  reaffii-m  something  you  have  to  oo  down  and  ask  his 
r»eruiispion  to  do  so.  Avhat  are  you  .qoing  to  do  with  the  situation  Mhere 
the  debtor  and  creditor  are  perfectlv  in  agreement,  but  the  banknintcv 
juds;e  decides  that  he  does  not  think  this  is  faiv.  What  business  is  it  of 
of  his?  If  the  debtor  feels  that  he  is  being  taken  advantage  of,  then 
T  think  he  has  and  always  has  had  the  right  to  come  in  and  complain 
about  it. 

Mr.  BuRGFM.  All  right. 

First  of  all,  again,  the  proposal  that  T  heard  Avas  not  that  the  bank- 
ruptcy judge  would  have  any  right  or  capacity  to  view  the  fairness  of 
the  agreement:  simplv  whether  the  debtor  knew  what  the  reaffirma- 
tion meant,  and  whether  it  Avas  his  own  free  will  or  undue  duress. 

Mr.  WiESE.  That  is  why  we  suggested  a  cooling  off  period.  Give  him 
a  disclosure  statement.  That  is  how  we  solve  all  the  other  problems  in 
consumer  credit. 

Mr.  BuRGiM.  That  is  the  next  question. 

Do  you  prefer  the  cooling  off  period?  He  signs  the  reaffirmation, 
then  he  ]ias  2  weeks  in  which  he  can  repudiate. 

IVIr.  WiESE.  Let  me  go  back  to  the  beginning  of  this,  because  I  am 
rather  shocked  by  the  whole  idea  that  reaffirmation  is  such  a  horren- 
dous problem.  We  do  not  have  problems  Avith  reaffirmations  in  my 
area.  We  do  not  have  people  running  down  the  court  saying  I  was 
taken  advantage  of. 

Let  us  assume  it  is  a  problem  in  some  areas  of  the  countrv.  If  it  is. 
all  right:  give  some  kind  of  required  disclosure  to  this  person  that  he 
has  whatever  rights  that  might  turn  out  to  be  fair  before  this  reaf- 
firmation Avill  be  valid.  Let  him  have  a  statutory  notice  of  ?>  days 
coohng  off  so  he  can  take  it  home,  think  about  it.'  He  can  go  see  his 
lawyer,  or  his  friend,  or  whoever  he  wants  to  see.  We  do  not  obiect 
to  that.  ^ 
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What  we  do  object  to  is  the  interference  by  statute  in  our  right  to 
reaffirm,  which  is  an  entirely  different  concept. 

Mr.  BuRGUM.  There  you  are.  referring  to  the  Commission's  sug- 
gestion. 

Mr.  WiESE.  Yes. 

What  is  going  to  happen,  everybody  is  going  to  take  back  their 
automobile  or  their  collateral.  How  do  you  know  whether  the  man 
keeps  insurance  on  it  if  it  is  all  voluntarj-?  There  are  innumerable 
pioblems  tliat  will  result  from  that.  The  creditor  would  rather  take 
his  first  loss,  as  his  best  one,  and  get  out  then.  That  is  not  going  to  do 
the  debtor  any  good. 

Mr.  BuRGUM.  I  think  we  have  one  on  false  financial  statements. 
There  seems  to  be  a  difference  of  opinion  here.  I  think  there  has  been 
a  great  deal  of  discussion  in  law  reviews  and  elsewhere  about  whether 
or  not  this  siiould  be  grounds  for  denial  or  discharge.  So,  what  would 
you  think  of  an  alternative  proposal  where  noudischargeability  of  the 
debt  would  be  retained,  but  that  first  the  creditor  would  have  to  show 
that  the  debtor  had  endeavored  to  give  a  full  financial  statement. 

Second,  tlie  creditor  Avoidd  have  to  show  the  facts  that  the  debtor 
presented  to  him  the  day  he  applied  for  the  loan,  the  circumstances 
under  which  the  loan  Avas  made  and  that  if  it  looked  like  further  in- 
vestigation was  needed,  that  he  had  indeed  sought  to  determine  what 
the  delator's  financial  ))osition  was. 

Finally,  the  creditor  did  indeed  rely  on  his  statement  and  the  in- 
formation he  received,  so  it  really  was  misleading. 

Mr.  WiESE.  You  are  going  to  get  into  several  subjectiA'e  elements  of 
proof  lietween  the  debtor  and  rreditor  in  this  case. 

In  the  first  place,  if  you  talk  about  the  prima  facie  case  of  the  credi- 
tor coming  in  with  a  false  financial  statement  and  that  he  relied  upon 
it,  first  you  will  have  to  show  that  that  statement  was  materially  false ; 
that  there  were  a  substantial  number  of  ol)ligations  tliat  would  have 
nifluenced  the  credit  grantor's  judgment  before  he  even  belongs  in 
court. 

Second,  if  you  talk  al)out  reliance  upon  the  statement,  the  creditors 
can  stand  up  and  say.  judge.  I  relied  on  the  statement  because  I  did 
not  know  about  any  other  deljts.  You  had  better  be  sure  that  he  did 
not  liave  actual  knowledge  of  some  other  debts  from  some  other  ]ilace. 

What  is  the  creditor  ooinff  to  do  ?  How  far  is  he  ffoine:  to  tro  to  meet 
this  burden  ?  We  do  in  our  area,  and  we  say.  here.  ]Mr.  Judge,  here 
is  oui'  credit  bureau  report  from  TIvW,  hei-e  is  our  loan  application, 
liere  is  the  man's  false  financial  statement;  have  a  look  at  all  of  it: 
coupled  with  the  statement  of  our  loan  grantor  who  says  I  did  not 
know  about  it  and  I  would  not  liavo  made  this  loan  had  I  known  abou"t 
the  15  01"  20  debts  that  he  left  in  Kansas  when  he  moved  to  the  prom- 
ised land  to  start  a  new  life.  The  credit  bureaus  have  all  caught  up  with 
him.  "Wlien  you  talk  about  the  most  difficult  elements,  it  is  that  of 
intent  to  defraud.  That  results  in  a  burden  shiftino-  process  in  the  case 
of  the  creditor.  The  debtor  is  the  one  who  has  to  show  that  he  did  not 
intend  to  defraud  the  creditor  and  explain  it  by  some  adequate  ex- 
plauation  as  to  Avhy  the  statement  was  false.  The  creditor  can  not  be 
expected  to  go  forward  with  the  burden  of  showing  the  state  of  tlie 
debtor's  mind,  that  he  did  intend  to  defraud  or  carry  this  burden  of 
proof. 


184 

Mr.  BuRGUM.  In  the  three  examples  of  the  three  criteria  which  I 
gave  you,  which  again  is,  you  know,  our  suggestions  that  we  have  been 
given  by  other  persons,  not  one  of  them  sugested  that  the  creditor,  nor 
did  I  mean  to  suggest,  that  the  creditor  would  have  the  burden  of 
proof  of  showing  the  intent  of  the  debtor. 

]\Ir.  WiESE.  I  misunderstood  j^ou. 

Mr.  BuRGUM.  Frankly,  what  it  seems  to  me  is  that  this  entire  test  be 
extended;  that  is,  whether  or  not  the  creditor  can  show  that  he  did 
rely  on  it  through  the  objective  test. 

Mr.  WiESE.  This  is  what  the  judge  should  decide. 

Mr.  BuRGUM.  Eight.  Second,  whether  a  reasonable  man  in  that  par- 
ticular loan  officer's  place  would  have  relied  on  it,  which  is  your  key 
test. 

Mr.  WiESE.  That  is  right.  You  can  add  up,  and  frequently  do  it  on 
an  income  basis;  you  show  the  debtor;  he  is  making  $800  a  month.  His 
monthly  payments  and  the  obligations  that  he  failed  to  tell  the 
creditor  about  when  he  got  this  last  extension  of  credit,  total  more 
than  the  $800  monthly  income.  Obviously  it  would  have  influenced  the 
decision  of  the  credit  grantor. 

Mr.  BTTRGU]\r.  Judge  Collins  gave  an  example.  He  was  hearing  a 
case  wdiere  a  substantial  amount  of  money,  $5,000  or  $6,000,  was  in- 
volved. A  man  filled  out  one  of  these  financial  statements  that  listed 
creditors;  it  had  six  lines.  The  fellow  in  court,  who  obviously  did  not 
understand  a  lot  of  the  language,  was  having  difficulty  following  the 
proceedings,  even  with  his  lawyer's  help.  This  was  a  debtor.  As  it 
turned  out,  he  was  deeply  in  debt.  Even  the  credit  report  showed  that. 
As  that  judge  said,  the  burden  on  the  creditor  to  prove  that  he  actually 
did  rely  on  it  was  pretty  stiff.  Obviously,  the  man  did  not  understand; 
the  ty]>e  of  man  I  said  before  that  did  not  know  what  debts  were, 

Mr.  AViESE.  If  I  may  suggest,  every  one  of  these  cases  has  individual 
ingredients  in  the  facts  that  should  be  considered  by  the  bankruptcy 
judge.  This  is  whv  we  need  a  forum  in  which  to  consider  it. 

Mr.  BuRGUM.  The  idea  was  advanced  that  we  have  just  a  very  simple 
lest  of  whether  there  was  reliance  and  whether  it  was  reasonable  to 
have  reliance.  Let  the  judge  take  each  situation  on  an  individual  basis. 

Mr.  WiESE.  As  a  matter  of  fact,  this  is  a  matter  of  semantics.  If  you 
want  to  say  what  was  the  reason  why  T  relied  upon  it,  you  are  going 
to  come  up  with  the  same  thing  in  the  end  when  you  get  down  to 
litigating  the  lawsuit. 

jNIr.  BuRGUM.  That  is  right.  I  agree  with  that. 

We  do  not  have  any  more  questions,  sir,  at  this  time.  Is  there  any- 
thing that  you  woulct  like  to  add  to  the  statement  you  have  already 
made,  to  clarify  it  ? 

Mr.  Wtese.  I  have  nothing  further. 

Mr.  Btjrgtjm.  Please  feel  free,  as  time  passes,  if  you  feel  that  there 
is  something  you  would  like  to  add  to  your  statement  of  a  written 
nature,  you  mav  submit  materials  as  long  as  the  record  is  still  open 
and  we  can  still  insert  it. 

^^r.  WrESE.  I  anDreciate  that  very  much. 

Mr.  BrROTTivr.  Thank  you  very  much. 

The  subcommittee  stands  in  recess.  ,-  \ 

n^Hiereupon.  at  12:45  p.m..  the  subcommittee  recessed,  to  reconvene 
at  the  call  of  the  Chair.] 
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The  subcommittee  met,  pursuant  to  recess,  at  10:05  a.m.  in  room 
2228,  Russell  Senate  Office  Building,  Senator  Quentin  N.  Burdick 
(chairman  of  the  subcommittee)  presiding. 

Present :  Senator  Burdick. 

Also  present :  Thomas  L.  Burgum,  deputy  counsel ;  Robert  E.  Feid- 
ler,  research  director-counsel. 

Senator  Burdick.  Good  morning,  gentlemen,  and  welcome  to  an- 
other in  the  series  of  hearings  dealing  with  revision  of  the  bankruptcy 
laws.  At  yesterday's  hearings,  we  heard  from  the  American  Bankers' 
Association,  the  Consumer  Bankers'  Association,  and  the  National 
Consumer  Finance  Association,  and  discussed  some  aspects  of  the 
bankruptcy  bill  that  were  of  particular  importance  to  creditors  and 
lender  institutions. 

Today  we  will  hear  from  two  additional  witnesses  from  the  credit 
industry  and  one  witness  from  the  education  field.  Our  first  two  wit- 
nesses will  be  Linn  K.  Twinem  of  the  Beneficial  Finance  System ;  and 
Benjamin  L.  Zelenko,  an  attorney  with  a  distinguished  New  York  law 
firm.  Our  final  witness  of  the  day  will  be  Sheldon  Steinbach,  attorney 
for  the  American  Council  on  Education. 

Welcome  to  the  committee,  gentlemen.  You  may  proceed  in  any 
order  you  wish.  After  your  opening  statements,  we  will  have  time  for 
some  questions. 

STATEME2>TT  OP  LIHN  K.  TWTNEK,  SPECIAL  C0U2TSEL,  BEI-IEKCIAL 

EINANCE  SYSTEM 

Mr,  Twinem.  Mr.  Chairman,  my  name  is  Linn  Twinem,  I  practice 
law  in  New  York  City,  and  I  am  a  member  of  tlie  bars  of  Nebraska 
and  New  York.  I  am  special  bankruptcy  counsel  for  the  1,457  offices 
in  the  Beneficial  Finance  System  in  the  United  States.  I  have  been 
concerned  with  the  bankruptcy  problems  for  that  organization  for  29 
years.  In  addition  to  being  responsible  for  the  direction  of  all  bank- 
rupt accounts  in  the  Beneficial  System,  I  also  authored  a  "Bankruptcy 
Guide  for  Consumer  Finance  Companies,"  a  300-page  guide,  which  is 
used  by  the  lawyers  v/ho  represent  the  Beneficial  offices  and  lawyers 
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wlio  repi'osMif"  many  other  lenders  and  banks  and  others  concerned 
V  it]i  con.suinei'  bankruptcy. 

I  am  chairman  of  tlie  board  of  tlie  Consumer  Credit  Counseling  Serv- 
ice of  Greater  Xew  York.  I  am  cliairman  of  the  Advisory  Committee 
of  the  Xatioiial  Foundation  for  Consumer  Credit.  I  am  executive  vice 
president  of  the  Conference  on  l*ersonal  Finance  Law  and  have  been 
editor  of  its  quarterly  report  for  29  years.  I  have  also  been  chairman 
of  the  Consumer  Bankruptcy  Committee  of  the  American  Bar  Associa- 
tion for  15  years.  I  would  like  to  have  it  very  definitely  understood, 
however,  that  I  am  speaking  on  l^ehalf  of  myself  and  on  behalf  of 
lieneficiai  and  not  on  behalf  of  the  consumer  bankruptcy  committee 
or  on  behalf  of  the  American  Bar  Association. 

I  am  accompanied  today  b}^  Mr.  Benjamin  Zelenko.  of  the  dis- 
tinguislied  .New  York  and  AVashington  law  firm  of  Weisman,  Celler, 
Spett,  ?»Xodlin  &  Wertheimer. 

I  would  like  to  say  first,  and  if  I  may.  Mr.  Chairman,  T  vould  like 
to  present  my  statement  to  the  committee  and  its  staff,  my  wiitten 
statement,  .^nd  with  leave  to  very  briefly  summarize  the  statement 
orally. 

Senator  Bi-rdick.  Your  full  statement  will  be  made  a  part  of  the 
record,  without  objection  and  with  great  appreciation. 

[The  pi-epared  statement  of  Linn  K.  Twineni  follows :] 

SrATEMEisrT  OF  Lixx  K.  TwiNEM  ox  Beitalf  of  the  Bexeficiae  Fixaxce  System 
AXD  ox  His  Own  Behalf  With  Respect  to  S.  235  axd  S.  286,  94th  Coxgress 

I  am  Linn  K.  Twinem  widi  a  law  office  in  New  York  City,  a  member  of  the  Xew 
York  and  Nebraska  Ears  and  Special  consiuiier  bankruptcy  counsel  for  1.4r)7 
offices  in  the  Beneficial  Finance  System  in  the  United  States.  To  show  my  addi- 
tional interest  in  consumer  bankruptcy  matters,  I  am  the  author  of  the  400 
pa,isre  Bankruptcy  Guide  for  Consumer  Finance  Companies.  T'ntil  recently  I  was 
("liairnian  of  the  Board  (still  a  member  of  the  Board)  of  the  Consumer  Credit 
Counsoling  Service  of  Creater  New  I'ork,  and  am  the  Chairnum  of  tlie  Advisory 
Committee  of  the  National  Foundation  for  Consumer  Credit.  In  addition.  I  am 
th(^  Executive  Vice  President  of  the  Conference  on  Personal  Finance  Law  and 
have  been  the  Editor  of  its  QUARTERLY  REPORT  for  20  years.  Finally,  for  the 
prist  15  years  I  have  been  Chairman  of  the  Consumer  Bankriiptcy  Committee  of 
the  Section  of  Corporation,  Banking:  and  Business  Law  of  the  American  Bar 
Association,  althouiih  I  am  not  appearing  on  lielialf  of  the  Consumer  Bankruptcy 
(Vjmmittee  or  speaking  for  that  Committee  or  the  American  Bar  Association  at 
this  time  and  the  views  I  am  expressing  here  ai'e  strictly  my  own. 

First  permit  me  to  say  that  I  agree  that  there  is  a  need  for  a  substantial 
revision  of  th"  bankruptcy  system.  I  agree  with  Bankruptcy  .Judge.  .Toe  Lee.  East- 
ern District  of  Kentucky,  that  "the  basic  philosophy  of  bankruptcy  is  the  pro- 
tection of  private  credit  to  promote  comm^erce."  I  agree  with  Harold  Marsh.  Jr., 
Chairman  of  the  Commission  on  the  Bankruptcy  Laws  of  the  T^nited  States,  who 
said  in  his  letter  transmitting  the  Report  of  the  Commission  to  the  President, 
the  Chief  .Justice  of  the  United  States  and  the  Congress  that  the  objectives  of 
the  bankruptcy  system  are  "to  effect  an  equitable  distribution  of  the  assets  of 
the  debtor  and  to  relieve  the  honest,  but  unfortunate,  debtor  from  the  weight  of 
oppressive  indebtedness."  I  believe  that  the  basic  philosophy  of  the  bankruptcy 
law  calls  for  a  Ijalanced  approach  dealing  fairly  and  equitably  with  the  rights 
and  interests  of  l)oth  bankrupts  and  their  creditors.  I  am  satisfied  that  there 
are  many  desirable  features  in  the  bankruptcy  bills  drafted  by  the  Commission 
on  the  Bankruptcy  Laws  of  the  United  States  and  the  National  Conference  of 
Bankruptcy  Judges.  The  many  proposed  improvements  are  too  numerous  for 
me  to  list  at  this  time,  but  certainly  some  of  the  more  ]»rogressive  are  the 
jirovisions  fur  upgrading  the  bankruptcy  judges,  the  proposed  uniform  exemptions 
in  bardrrui  tcy.  the  plans  for  debtors  with  regular  income  and  the  streamlining 
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of  the  baukmptcv  piocess  as  it  wouM  l^elate  to  consumer  bankrupts.  I  hope  the 
congress  will  en'act  an  up-to-date  bankruptcy,  law  and  I  commend  this  Com- 
mittee forit^  consideration  of  the  matter. 

StrsSTAiSITlVE    PROVISIONS    OF    S.     233     AXD     S.     2oG 

I  ^hall  not  endeavor  to  discuss  each  of  the  manifold  proposed  chang.-s  in  the 
bankvuptcv  law  in  either  of  the  two  bills,  bitt  will  invite  atrention  to  a  few 
of  the  highly  controversial  provisions  whicli  I  believe  need  the  most  scrutiny. 

First,  permit  me  to  comment  on  several  substantive  provisions  of  the  two 
bills  that  give  me  the  greatest  concern. 

..  DEBTS     IXCURKED     BY     FRAUD 

§4oO'6(aV|S)  of  S.  236.  drafted  by  and  filed  on  l)ehalf  of  the  Commission  on 
the  Bankrtrptcv  Laws  of  the  United  States,  hereafter  referred  to  as  the  Com- 
mission Bill,' eliminates  as  a  nondischargeable  consumer  debt  obligations  for 
obtaining  money,  property  or  services,  or  an  extension  or  renewal  of  credit  by 
(a)  fraud  or  false  pretenses  or  false  representations  or  (b)  use  of  a  materially 
false  statement  in  writing  respecting  his  financial  condition  relied  on  Ijy  the 
creditor  and  made  or  published  in  any  manner  whatsoever  with  intent  to  deceive. 

M.506(2).  of  the  bill  drafted  and  filed  on  behalf  of  the  National  Conference 
of  Bankruptcy  Judges,  hereafter  referred  to  as  the  Judges'  Bill,  retains  as  a 
basis  for  objecting  to  the  dischargeability  of  any  debt,  including  a  consumer 
debt  for  obtaining  money,  property  or  services,  any  debt  of  nev>-  money  obtained 
in  an  extension  or  renewal  of  credit  by  (a)  fraud  or  false  pretenses  or  false 
representations  or  (b)  use  of  a  materially  written  false  credit  statement  reason- 
ably relied  on  by  the  creditor  and  made  or  published  in  any  matter  whatsoever 
with  intent  'to  deceive. 

Under  the  provisions  of  §  17  of  the  present  Bankruptcy  Act  recovery  is  not  to  be 
limited  "to  new  money  obtained"  in  connection  with  an  extension  or  renewal  of 
credit.  Novs-.  the  lender  may  recover  the  entire  unpaid  balance,  including 
the  new  cash  advanced  together  with  the  amount  of  the  unpaid  balance  on  the 
prior  loan.  This  is  as  it  should  be  for  the  borrower  has  obtained  two  valuable  con- 
siderations, the  new  cash  advanced  and  the  extension  of  the  prior  loan,  through 
his  fraudulent  conduct  neither  of  which  he  would  have  received  if  he  had  made  a 
truthful  disclosure.  In  my  opinion  these  nondischargeable  provisions  iu  either  bill 
would  represent  an  unfortunate  change  for  they  may  serve  to  encourage  a  bor- 
rower to  lie  and  may  operate  to  exclude  marginal  debtors  from  the  consumer 
finance  market. 

Note  7  to  §  4.506  of  the  Commission  Bill  explains  that  "Nondischargeability 
under  this  clause  does  not  attach  to  consumer  debts  in  recognition  of  the  spurious 
use  of  §  17(a)  (2)  to  avoid  the  discharge  of  consumer  debts  owed  them."' 

The  Commission  did  not  report  on  any  empirical  study  made  subsequent  to  the 
1970  Amendment  to  the  Bankruptcy  Act  to  justify  such  a  provision.  The  1070 
Amendment  to  the  Act  vested  nondischargeable  determinations  in  the  Bank- 
ruptcy Court,  while  divesting  the  State  Courts  of  that  jurisdiction.  This  change 
has  substantially  changed  the  practice  xAth  respect  to  actions  based  upon  false 
financial  statements  and  based  on  my  own  experience  has  virtually  eliminated 
any  abuses  that  may  have  existed  before  the  Amendment  had  a  chance  to  take 
effect.  Because  of  lack  of  experience  after  the  1970  Amendment,  the  Commission 
couldn't  have  known  the  true  effect  of  the  Amendment  at  the  time  it  wrote  its 
report. 

In  commenting  on  the  Commission  Bill,  the  spokesman  for  the  Bankruptcy 
Judges  has  stated  and  testified  before  this  Senate  Committee  that : 

"The  proposal  contained  in  S.  236  to  eliminate  the  materially  false  financial 
statement  as  a  basis  upon  which  a  creditor  can  file  a  complaint  for  a  determina- 
tion that  its  claim  is  non-dischargeable  is  not  in  accord  with  the  standards  preva- 
lent in  the  credit  marketplace.  This  proposal  seems  to  be  another  outstanding 
example  of  the  Commission  retreat  from  the  commitment  of  assuring  read.v  access 
to  a  fair  and  impartial  judicial  forum  for  consumer  credit  grantors  and  borrowers 
alike.  I'nder  the  guise  of  efficienr-y  and  economy,  the  Commission  attempts  to 
stereotype  consumer  insolvency  litigation  by  legislating  out  of  existence  various 
substantive  legal  rights. 
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"The  stigma  of  bankruptcy,  which  should  be  minimized  for  honest  debtors, 
will  be  maximized  instead  by  reason  of  discordant  legal  standards  applicable 
in  bankruptcy  proceedings  as  compared  with  those  which  prevail  in  the  market- 
place. The  credit  marketplace  of  this  country  operates  to  determine  the  stigma 
which  attaches  to  various  conduct  by  credit  borrowers  and  grantors.  The  stigma 
cannot  be  raised  and  lowered  merely  by  judicial  or  legislative  fiat,  but  it  is 
minimized  to  the  extent  that  the  bankruptcy  laws  reflect  and  are  supportive 
of  the  standards  of  the  marketplace.  The  Commission  proposal  runs  counter 
to  the  current  standard  ot  the  marketplace  and  indeed,  to  a  sound  credit  struc- 
ture, one  which  is  based  on  trust,  which  can  only  be  weakened  at  great  peril 
to  the  economy." 

For  their  own  good,  consumer  borrowers  should  be  encouraged  to  give  a  com- 
plete credit  statement.  This  is  the  only  way  that  the  consumer  or  credit  grantors 
may  make  an  intelligent  decision  on  the  need  for  and  use  of  consumer  credit. 
Before  we  go  into  a  discussion  of  the  imperative  use  of  some  form  of  a  financial 
statement  which  will  disclose  the  debtor's  income  and  the  amount  of  his  obliga- 
tions, let  me  first  address  myself  to  the  Commission's  allegation  respecting  the 
spurious  use  of  §  17  to  avoid  the  discharge,  of  a  consumer's  debt. 

Although  the  practice  in  finance  companies  and  banks,  credit  unions  and  other 
lenders  in  taking  credit  statements  is  not  entirely  uniform,  the  Beneficial  Finance 
System  practice  may  be  considered  as  somewhat  typical.  It  seems  to  me  to  be 
desirable  to  look  at  the  practice  as  it  exists  today,  rather  than  talk  in  some 
obscure  manner  about  what  has  been  the  past  method  of  taking  and  use  of 
credit  statements.  Beneficial,  like  other  responsible  lenders  is  making  a  sincere 
effort  to  educate  borrowers  to  make  a  full  disclosure  of  their  financial  affairs. 
Attached  is  a  copy  of  its  form  of  "Credit  Statement"  designated  as  Exhibit  A, 
as  used  generally  throughout  the  country.  Attention  is  invited  to  the  efforts 
made  through  the  statement  to  obtain  a  sulable  financial  picure  to  determine 
on  beh:ilf  of  both  the  customer  and  the  lender  whether  a  helpful  and  constructive 
loan  can  be  made  and  repaid.  Please  note  the  detailed  information  called  for 
with  a  helpful  reminder  as  to  possible  creditors  and  the  Notice  at  the  top  in 
bold  face  regarding  the  cousetiuences  of  a  false  statement  and  the  instructions 
in  a  lower  box  regarding  the  completion  of  the  statement.  A  false  statement 
may  be  harmful  to  both  borrower  and  lender.  A  borrower  is  certainly  not  bene- 
fitted if  he  becomes  involved  in  debt  that  he  cannot  handle.  In  the  event  of  an 
overextension  of  credit  the  lender  is  frequently  faced  with  a  burdensome  and 
expensive  collection  problem  and  all  too  often  the  los"?  of  both  interest  and 
principal  on  the  account.  When  the  lender  makes  a  conscientious  effort  to  obtain 
the  information  necessary  to  exercise  sound  credit  judgment  it  has  the  right  to 
rely  on  the  honesty  of  the  credit  applicant.  If  the  borrower  deliberately  conceals 
material  information  regarding  his  credit  why  should  he  be  permitted  to  profit 
by  his  deception?  By  reason  of  his  fraud  he  should  not  be  entitled  to  avoid 
repayment  through  bankruptcy. 

The  importance  of  a  truthful  credit  statement  is  certainly  not  recognized  ])y  the 
Commission's  Bill  and,  in  fact,  if  enacted  in  the  form  proposed  the  debtors  in 
early  course  will  be  educated  to  believe  that  the  credit  statement  has  no  signifi- 
cance. In  effect  fhey  have  a  license  to  commit  fraud. 

The  Commission  in  its  Report  (page  186  Vol.  1)  stated  that  the  financial  state- 
ment exception  "has  also  generated  a  substantial  amount  of  litigation  and  iias 
partially  frustrated  the  'fresh  start'  goal  of  the  discharge.  On  balance,  the  abuses 
and  harmful  effects  far  outweisrh  the  benefit  to  the  creditors  by  this  exception." 

To  this  I  should  like  to  make  three  comments  : 

(1)  the  substantial  amount  of  litigation  took  place  before  the  1970  Amendment 
to  the  Bankruptcy  Act ; 

(2)  the  "fresh  start"  goal  historically  and  in  accordance  with  the  Benort  sub- 
mitted by  the  Commission  is  to  give  the  "honest"  debtor  a  fresh  start  (See  Com- 
mission's letter  of  Transmittal  to  the  President,  Chief  Justice  and  the  Congress, 
dated  July  30. 1973)  ;  and 

(3)  as  we  have  pointed  out,  the  financial  statement  is  for  the  mutual  benefit 
of  the  borrower  and  creditor.  If  the  statement  were  for  the  sole  benefit  of  the 
creditor  it  may  not  be  surprising  to  see  the  borrower's  interest  sacrificed. 

Now  let's  take  a  look  at  the  practical  aspect  of  credit  statements  from  a  lender's 
standpoint. 

Consumer  finance  companies  alone  take  millions  of  financial  or  credit  state- 
ments a  year.  Less  than  one  percent  of  borrowers  from  consumer  finance  com- 
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panies  file  petitious  in  bankruptcj'.  Overall,  it  takes  a  considerable  amount  of  time 
and  is  a  liighly  expensive  operation  to  take  financial  statements  in  connection  with 
every  loan  transaction.  If  the  statements  were  taken  only  for  possible  use  in 
future  bankruptcy  cases,  it  would  be  much  cheaper  to  eliminate  the  financial 
statements  and  charge  off  all  bankrupt  accounts.  The  financial  statement.s  are 
actually  taken  to  avoid  bad  loans.  A  bad  loan  is  one  which  is  difficult,  expensive 
and  sometimes  impossible  to  collect,  including  a  bankrupt  account.  Fifty  percent 
of  all  loan  applications  are  turned  down  by  the  consumer  finance  companies.  They 
are  turned  down  because  the  financial  statement  together  v.'ith  such  investigation 
as  the  lender  undertakes  discloses  that  the  applicant  is  not  deemed  to  be  able  to 
carry  additional  credit  without  undue  strain.  In  the  interest  of  making  sound  and 
constructive  loans,  thoughtful  consumer  lenders  are  anxious  to  make  only  those 
loans  that  will  be  repaid,  without  an  undue  burden  on  the  part  of  the  borrower. 
That  is  why  credit  statements  are  taken.  If  there  are  no  sanctions  imposed 
on  dishonest  applicants  who  give  false  statements,  then  what  other  means  of 
protection  against  improvident  or  unsound  loans  should  a  lender  use  for  his 
I'.rotection? 

A  loan  in  AAhich  serious  collection  problems  develop  may  even  be  more  unde- 
.^irahle  than  a  bankrupt  accoujir.  A  good  deal  of  time  and  money  may  be  wasted 
in  collection  efforts  that  are  totally  unproductive.  The  cost  of  the  collection 
efforts  may  result  in  a  net  loss  to  tiie  lender  even  though  the  account  may 
eventually  be  collected.  It  seems  rather  obvious  that  lenders  will  endeavor  to 
avoid  loans  which  will  not  be  profitable. 

Moreover,  lenders  for  the  most  part  are  respectable  and  houe.st  individuals,  and 
as  honorable  people,  they  seek  ti:>  make  sound  and  constructive  loans.  To  be  in 
that  category,  a  loan  must  not  be  improvident  in  nature,  but  should  be  for  some 
good  purpose.  It  is  a  detriment  to  both  the  borrower  and  the  lender  if  the  loan 
becomes  unmanageable,  comes  to  be  regarded  as  unconscionable,  or  develops  into 
a  collection  problem.  If  it  appears  from  the  statement  of  financial  condition  that 
the  applicant  will  not  be  financiaHy  able  to  carry  additional  credit,  there  are  few 
lenders  who  will  extend  it.  A  loan  that  becomes  a  collection  problem  is  an  expense 
and  hardship  to  all  concerned,  including  the  family  of  the  borrower  and  often 
his  employer.  No  sensible  lender  would  knowingly  make  a  loan  to  a  borrower  who 
is  likely  to  become  a  bankrupt.  Even  though  the  obligation  may  be  nondischarge- 
able  in  bankruptcy,  it  \NOuld  represent  a  material  loss  to  the  lender,  who  in  cur- 
tailing his  loss  must  incur  attorney's  fees,  costs  and  the  loss  in  time  and  money  in 
pursuing  the  matter. 

A  statement  as  to  financial  condition  is  taken  becaiise  it  is  the  only  way  that 
a  lender  may  determine  some  of  the  borrower's  financial  obligations.  A  credit 
bureau  report,  a  check  with  the  landlord,  and  a  verification  of  employment  may 
be  made,  but  they  usually  will  not  disclose  whether  the  borrower  is  indebted  to 
his  credit  union,  a  bank,  mail  order  houses,  on  a  home  mortgage  or  on  credit  cards 
of  various  t.vpes.  including  oil  company  cards,  d)  which  now  extend  to  merchan- 
dise, (2)  master  charge  accounts,  department  store  or  retail  charge  accounts, 
(3)  bank  related  charge  accounts  such  as  BankAmericard,  (4)  travel  and  enter- 
tainment cards  .such  as  Diners  Club,  American  Express,  Carte  Blanche  and  vari- 
ous other  types  of  obligations.  Credit  bureau  reports  will  vary  depending  to  some 
extent  on  the  type  of  credit  bureau  report  requested,  but  even  so,  such  reports 
reflect  only  the  debtor's  obligations  to  other  members  of  the  credit  bureau,  which 
have  been  reported  by  members  of  the  bureau.  Even  though  the  members  are 
supposed  to  report  all  such  debts,  sometimes  they  fail  to  do  so.  In  any  event,  the 
credit  bureau  report  does  not  reflect  debts  due  to  nonmembers,  unless  they  have 
been  reduced  to  judgment.  Some  debtors"  attorneys  and  some  referees  seem  to 
think  that  a  credit  bureau  report  is  a  complete  disclosure  of  a  debtor's  financial 
condition — but  it  certainly  is  not. 

If  an  applicant  has  moved  from  a  prior  residence  out  of  the  state  or  even  from 
a  distance  within  the  state,  the  lender  must  rely  on  his  disclosure  in  determining 
whether  to  make  the  loan.  The  lender  must  also  rely  on  the  borrower  for  disclo- 
sure of  loans  from  relatives,  friends  or  employer  and  also  as  to  home  improvement 
loans  from  banks  or  savings  and  loan  companies.  As  to  the  latter,  the  lender  could 
hardly  be  expected  to  take  the  time  or  spend  the  money  for  a  title  search. 

The  advent  of  "revolving  charge"'  systems  has  created  an  entirely  new  problem 
for  credit  grantors  in  evaluating  a  consumer's  debt-loan.  By  making  minimum 
payments  on  such  accounts  while  continuing  to  use  them  for  purchases  or  cash  ad- 
vances, in  a  very  few  months  a  person  can  go  from  apparent  solvency  to  financial 
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chaos,  and  no  one  can  determine  this  unless  disclosed  by  the  debtor.  There  is  no 
way  for  a  lender  to  obtain  that  information  unless  it  is  disclosed  by  the  appli- 
cant in  his  statement  of  financial  condition. 

Financial  statements  are  also  taken  in  connection  with  every  loan  made  to  the 
same  borrower  to  ascertain  whether  there  has  been  any  material  change  in  the 
borrower's  ability  to  repay.  If  such  a  change  is  reflected  in  the  financial  state- 
ment the  borrower  will  be  questioned  and  additional  credit  may  be  denitd  or  ad- 
ditional security  required.  This  is  true  even  though  through  a  teleithone  call  or 
other  communication  the  borrower  has  been  advised  that  he  will  probably  be 
able  to  obtain  a  new  loan.  The  final  decision  to  maiie  the  loan  will  depend  upon 
whether  the  applicant  has  continued  to  maintain  his  credit  worth  by  showing  an 
appropriate  relationship  between  income  and  debt. 

The  fact  that  some  creditors  may  have  abused  the  use  of  financial  statements 
should  not  mean  that  the  many  creditors  who  make  proper  use  of  these  statements 
should  go  unprotected.  Why  burn  down  the  barn  to  get  rid  of  the  rats? 

If  a  debtor  is  not  accountable  for  his  financial  statement  he  is  being  given  a  civil 
license  to  commit  fraud.  Why  make  bankruptcy  more  attractive,  accessible  and 
protective  for  every  debtor  who  doesn't  want  to  pay  his  bills?  The  relief  shouicl 
De  restricted  to  honest  debtors  who  are  unable  to  pay  their  bills. 

FRAUD   AND   OTHER   FALSE   REPRESENTATIONS 

The  Commission  Report  makes  it  clear  enough  that  a  false  financial  statement 
would  not  be  a  basis  for  an  exception  to  the  discharge.  The  proposed  Bankruptcy 
Act  of  1973  as  drafted  by  the  Commission  would  also  eliminate  as  an  exemption 
from  the  discharge  a  consumer  debt  incurred  through  fraud  or  false  pretenses  or 
false  representations.  This  seems  rather  amazing  if  bankruptcy  is  to  be  for  the 
protection  and  relief  of  honest  debtors.  It  is  a  rather  obvious  license  to  commit 
fraud.  It  is  not  uncommon  for  a  borrower  who  is  living  apart  from  his  wife  or  is 
having  a  fling  to  pass  his  girl  friend  off  as  his  wife  in  obtaining  a  loan.  Some 
l)orrowers  have  misrepresented  their  employment  and  have  given  the  telephone 
number  of  a  friend  to  pose  as  the  employer  to  answer  a  telephone  checkup.  Other 
applicants  misrepresent  ownership  of  chattel  security  in  obtaining  a  loan.  There 
are  endless  schemes  for  obtaining  credit  through  false  pretenses,  false  representa- 
tions and  frauds.  How  can  this  blatantly  wrongful  conduct  give  rise  to  a  discharge 
in  bankruptcy? 

REAFFIRMATIONS 

S.  235  and  S.  236  both  provide  that  a  discharge  be  given  the  effect  of  extinguisli- 
ing  a  debt  so  that  the  debt  may  not  thereafter  serve  as  the  basis  for  an  enforce- 
able obligation  or  judgment  as  a  result  of  a  mere  reaflirmation.  Such  a  debt  shall 
not  be  all  or  part  of  any  bargain  creating  a  new  debt.  ( §  4.507  (a ) ) . 

While  there  may  have  been  some  abuses  in  obtaining  reaffirmations,  that  does 
not  mean  that  reaffirmations  properly  obtained  should  be  made  unenforceable 
and  void.  In  its  zeal  to  protect  the  bankrupt,  the  Commission  would  not  oiily  inter- 
fere with  his  right  to  contract  with  his  crediors,  but  would  actually  deprive  him 
of  his  ability  to  contract  with  them.  A  bankrupt  should  have  the  full  right  to 
contract  and  enter  into  binding  obligations  with  his  creditors  for  many  reasons, 
including  his  moral  responsibility. 

There  are  numerous  other  reasons  why  a  bankrupt  may  want  to  reaffirm  an 
obligation.  About  one-third  of  the  borrowers  who  are  ad.iudicated  reaffirm  one  or 
more  of  their  loan  obligations.  This  should  not  be  considered  as  alarming  or 
unexpected  or  that  lenders  are  obtaining  new  promises  through  improper  means. 
A  borrower  may  want  to  reaffirm  a  loan  obligation  for  any  of  the  following 
reasons : 

(1)  In  other  cases,  the  bankrupt  wants  to  pay  the  finance  'I'ompany  in  recogni- 
tion of  the  assistance  the  lender  has  given  in  the  past  and  to  maintain  a  good 
credit  rating  with  the  lender. 

(2)  in  a  rather  large  number  of  cases,  the  bankrupt  wants  some  additional  cash 
and  in  view  of  his  limited  credit  sources  as  a  bankrupt,  is  willing  to  enter  into 
a  new  transaction  covering  lioth  the  old  and  the  new  credit  extended. 

f3)  He  may  have  a  co-maker  on  his  note  or  a  working  wife  who  is  obligated 
and  generally  the  borrower  does  not  want  the  third  party  to  be  saddled  with  the 
payment. 

(4)  Many  small  loan  borrowers  have  executed  chattel  mortgages  as  security 
for  the  payment  of  their  obligations  and  many  of  them  would  not  like  to  lose 
the  chattel  security  whether  it  consists  of  an  automobile,  a  television,  house 
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hold  goods,  sporting  equipment  for  hunting,  fishiiig  or  camping  or  other  personal 
property.  (The  Comniissiou  would  eliminate  this  reason  by  giving  the  debtor 
the  right  to  redeem  the  security  for  its  reasonable  value  and  reaffirm  to  the 
extent  of  the  amount  to  be  paid  for  redemption) . 

(5)  It  is  a  fact  that  many  borrowers  who  go  into  bankruptcy  have  given 
materiallj'  false  financial  statements  to  obtain  their  loan.  They  were  apprehen- 
sive that  if  they  gave  a  truthful  statement  the  credit  would  be  denied.  When 
confronted  with  the  false  financial  statement  either  directly  or  often  through 
their  attorney,  they  realize  their  wrongdoing  and  are  willing  to  reaffirm  their 
o!)li8ation.  In  other  cases,  the  attorney  for  the  lender  and  the  bankrupt's  attcr^vey 
will  cou(-lude  that  it  is  likely  that  the  lender  will  prevail  in  case  of  suit  (now 
on  a  Nondisehargeable  Application),  and  so  they  will  agree  on  terms  of  settle- 
]uent.  (The  Commission  would  cancel  this  reason  by  eliminating  false  financial 
statements  as  a  basis  for  nondisehargeable  application).  But  that  does  not  cure 
the  bankrupt's  dishonest  act  in  obtaining  property  on  the  basis  of  a  false  financial 
statement. 

To  the  extent  there  have  been  abuses  in  obtaining  reaffirmation  agreements, 
they  have  been  eliminated  by  the  1970  Amendments  to  the  Bankruptcy  Act,  which 
gives  the  referee  authority  to  examine  into  such  agreements  and  render  them 
invalid  iu  proper  cases.  If  the  reaffirmation  was  obtained  by  coercion,  intimida- 
tion or  deception  and  is  brought  to  the  attention  of  the  referee  he  has  jurisdic- 
tion to  hold  a  hearing  to  determine  whether  the  agreement  was  obtained  through 
improper  means,  and  if  so,  to  set  it  aside. 

A  bankrupt's  future  earnings  are  his  to  dispose  of  as  he  wishes.  If  a  waiver 
of  bankruptcy  or  a  new  promise  to  pay  is  obtained  without  threat,  coercion  or 
intimidation,  it  should  be  just  as  binding  on  the  bankrupt  as  any  other  new  obli- 
gation which  he  may  have  incurred  after  filing  this  bankruptcy  petition.  To 
guard  against  possible  abuses  in  obtaining  reaffirmation.s.  bankrupts  may  be 
counseled  in  that  respect  at  the  time  of  their  original  counseling  period  as  advo- 
cated by  the  Bankruptcy  Commission.  xVs  a  further  protection  the  new  Bank- 
ruptcy Act  could  provide  that  bankrupts  have  a  period  of  three  days  to  disaffirm 
any  reaffirmation  agreement  upon  the  return  of  any  new  consideration  he  may 
have  received,  similar  to  the  provision  relating  to  a  consumer's  right  to  disaffirm 
a  contract  entered  into  at  his  place  of  residence  through  a  door-to-door  salesman. 
Here  again,  we  should  not  throw  the  baby  out  with  the  bath  water.  The  remedy 
should  be  appropriate  to  the  need. 

If  the  borrower  is  not  permitted  to  reaffirm,  it  will  mean  one  of  two  things  (a) 
either  that  the  loss  will  be  passed  on  to  those  who  do  pay  or  (b)  the  credit 
policy  will  bo  tightened  and  the  marginal  credit  risks  will  be  squeezed  out  of 
the  legitimate  credit  market  and  this  will  include  those  who  could  not  reaffirm. 

To  indicate  the  likelihood  of  a  more  restricted  credit  policy  in  the  event  re- 
affirmations are  prohibited,  let  me  illustrate  with  the  experience  of  the  offices 
v.ithia  the  Beneficial  Finance  System  for  1974.  During  that  year  the  1,457  Bene- 
ficial Offices  in  the  United  States  had  aproximately  18,000  bankrupt  accounts 
involving  a  total  of  some  $17,500,000  in  unpaid  balances.  During  that  period 
13,270  accounts  were  charged  oft  due  to  bankruptcy  involving  a  total  charge  off  of 
$10,890,315.  Approximately  one-third  of  the  bankrupt  accounts  were  reaffirmed 
or  settled.  If  reaffirmations  by  settlements  with  bankrupts  were  precluded,  it 
would  be  necessary  to  plug  this  drain  by  restricting  credit  in  the  lower  income 
brackets  by  requiring  security  in  more  cases  and  additional  security  in  others, 
and  by  requiring  comakers  in  many  more  cases.  The  present  experience  has  also 
dictated  that  action,  but  with  a  larger  loss  would  be  imperative.  This  means  that 
a  substantial  number  of  consumers  in  the  lower-income  brackets  would  no  longer 
find  credit  available  in  the  Beneficial  Offices.  The  offices  in  the  Beneficial  Finance 
System  hold  9.59%  of  the  loans  outstanding  in  the  consumer  finance  market  con- 
sisting primarily  of  personal  loans  and  sales  finance  contracts.  When  this  is  pro- 
jected over  the  country  to  all  other  consumer  credit  lenders  a  very  large  segment 
of  the  poorer  credit  risks  would  no  longer  lie  able  to  obtain  credit  from  such 
legitimate  sources  and  they  will  probably  fare  no  better  at  the  banks,  credit 
unions  and  other  credit  sources. 

CO-MAKERS 

In  both  Bills,  the  creditors'  right  to  proceed  against  a  co-maker  is  preserved  in 
straight  bankruptcy.  §  4-507 (b)  in  each  Bill  provides:  "The  extinguishment  of 
a  debt  by  discharge  does  not  alter  the  liability  of  any  other  person  obligated 
in  any  manner  to  pay  the  debt."  This  does  not  apply,  however,  where  the  debtor 
proceeds  under  Chapter  VI,  which  provides  for  Plans  for  Debtors  with  Regular 
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Income,  in  both  Bills,  similar  to  Wage  Earner  Plans  under  Chapter  XIII  of  the 
present  Act. 

Under  Chapter  VI  the  Commission  and  the  Judges  have  recommended  that  the 
Act  impose  a  moratorium  on  collection  from  co-debtors  of  that  part  of  any  debt 
which  is  to  be  paid  under  the  Plan,  so  long  as  the  debtor  is  performing  under 
the  Plan.  The  moratorium  would  not  extend  to  any  jjart  of  the  debt  not  pro- 
vided for  by  the  Plan  and  would  terminate  as  soon  as  the  case  is  closed  or  con- 
verted to  liquidation.  If  the  debtor  should  obtain  a  discharge  of  an  unpaid  bal- 
ance of  the  debt,  the  liabilit.v  of  the  co-debtor  would  remain  under  the  proposed 
Act,  as  it  does  under  the  existing  Act.  Here  again,  the  Bills  do  not  settle  the 
interest  of  lender  and  liorrower  on  an  equitable  basis.  Co-makers  are  r'-illed  for 
in  some  loan  transactions  for  the  very  purpose  that  they  may  be  called  upon  for 
payment  in  the  event  of  a  default  by  the  borrower  for  any  reason.  This  moratori- 
um represents  an  unreasonable  and  unjustified  invasion  of  the  right  to  contract 
with  the  third  party.  It  seems  logical  that  the  credit  would  not  have  been  extended 
on  the  basis  of  a  limited  commitment  by  the  co-maker. 

Both  Bills  provide  for  the  valuation  of  Collateral  and  for  redemption  of  that 
collateral  by  the  debtor  at  its  appraised  value  whenever  the  collateral  was  taken 
to  secure  a  dischargeable  debt. 

CHATTEL  SECURITY 

Sections  4-402(1)1   and  (c)  of  the  Commission  Bill  provide  as  follows: 

(b)  i^ccurcd  Claints. — If  a  secured  creditor  files  a  proof  of  claims,  the  value 
of  the  security  interest  held  by  him  shall  be  determined  pursuant  to  subdivision 
(c).  The  claim  shall  be  allowed  by  the  administrator  as  a  secured  claim  in  cases 
under  Chapters  YI,  YII  and  YIII  to  the  extent  of  the  value  so  determined  and 
as  an  unsecured  claim  in  cases  inider  Chapters  Y,  YI,  YII  and  YIII  to  the  extent 
it  is  enforceable  for  any  excess  of  the  claim  over  such  value. 

(c)  Yahmiion  of  Sccuritj.'. — When  valuation  of  .security  is  necessary  under  this 
Act,  the  determination  shall  be  made  by  (1)  agreement  of  the  .secured  party,  the 
trustee,  and,  when  the  debtor's  interest  may  be  allowed  as  exempt,  the  debtor ; 
(2)  appraisal  under  the  direction  of  the  administrator:  or  (3)  v^hen  there  is  a 
dispute  as  to  the  value,  by  the  bankruptcy  court  in  such  a  manner  as  it  may 
direct. 

To  give  the  debtor  still  another  type  of  additional  protection,  it  is  proposed 
that  a  debtor  be  allowed  to  redeem  collateral  securing  a  discharged  consumer 
debt  by  paying  its  appraised  value  if  such  value  is  less  than  the  amount  of  the 
debt.^  This  relief  would  not  be  ob.iectionable  if  confined  to  Chapter  YI  cases 
applicable  to  Debtors  with  Regular  Income,  but  both  Bills  propose  to  make  the 
relief  also  applicable  to  straight  bankruptcy  proceedings.  This  relief  would  be 
available  if  the  security  consists  of  exempt  property  or  has  been  abandoned  by 
the  trustee.  Under  the  present  Act,  if  the  property  is  exempted  to  the  bankrupt 
the  Bankruptcy  Court  no  longer  has  jurisdiction  over  the  property  and  the  ci'editor 
may  enfoi'ce  its  security  interest.  If  the  property  is  not  exempt  and  there  is  no 
equity  for  the  benefit  of  the  bankrupt's  estate,  the  property  may  be  set  off  to  the 
security  holder  upon  application  to  the  Bankruptcy  Court.  The  Commission  points 
out  that  the  collateral  is  often  less  in  value  than  the  amount  of  the  debt,  and  in 
many  cases  the  debtor  may  be  abused  through  the  secured  creditor's  act  in  obtain- 
ing a  reaffirmation  of  the  entire  debt  under  a  threat  to  repossess  the  collateral. 
The  Commission  would  enable  the  debtor  to  redeem  the  security  at  its  current 
fair  market  value  or  the  amount  of  the  debt,  if  the  latter  is  less.  The  appraisal 
of  the  j>roperty,  in  the  event  the  debtor  and  creditor  could  not  agree  on  the  value, 
would  lie  at  the  expense  of  the  creditor.  Presumably,  the  creditor  may  be  more 
willing  to  agree  with  the  debtor  on  value  if  faced  with  the  prospect  of  paying 
the  fee  of  an  appraiser. 

The  creditor  took  a  security  interest  in  the  property  to  be  protected  against 
a  default  by  the  debtor  for  the  same  reasons  that  a  creditor  may  sometimes  require 
a  co-maker.  The  creditor  should  have  the  right  to  look  to  his  -security  on  its  elec- 
tion in  the  event  of  default.  This  is  what  he  bargained  for.  There  is  no  realistic 
justification  for  altering  the  security  interest  in  the  event  of  bankruptcy.  Under 
the  guise  of  protecting  consumer  debtors,  the  proposal  may  in  effect  operate  to 
their  disadvantage  and  thus,  in  fact,  be  anti-consumer.  Chattel  security  pledged 
by  a  consumer  has  a  refo^nized  psycliological  value.  Both  the  borrower  and  credi- 
tor realize  that  the  chattel  security  does  not  have  the  value  it  had  when  purchased 
new,  but  it  has  a  recognized  replacement  value  to  the  borrower.  Recognizing  the 
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replacement  cost,  the  lender  is  willing  to  extend  credit  substantially  in  excess  of 
the  reasonable  value  of  the  security.  If  the  value  of  the  security  is  to  be  limited 
to  its  reasonable  value,  a  borrower's  credit  worth  will  in  many  cases  be  sub- 
stantially reduced  and  hence  the  proposal  will  operate  to  the  consumer's  disad- 
vantage rather  than  his  protection.  A  borrower  will  either  have  to  pledge  addi- 
tional security,  arrange  for  a  co-malcer,  or  in  a  large  number  of  cases  in  the 
lower  income  brackets,  be  denied  legitimate  consumer  credit. 

ADMINISTRATIVE   APPROACH 

Now  let's  turn  from  these  controversial  substantive  provisions  to  what  I  regard 
as  procedural  aspects  of  the  Commission  Bill.  Under  the  Commission  Bill  a  new- 
federal  bureaucracy,  the  United  States  Bankruptcy  Administration,  would  be 
established  to  handle  the  administrative  functions  involved  in  bankruptcy  pro- 
ceedings. In  the  testimony  on  behalf  of  the  Judge's  Bill  before  this  Committee, 
Judge  Conrad  K.  Cyr  said  '"the  most  controversial  of  the  Commission's  recom- 
mendations is  that  for  the  creation  of  a  new  independent  agency  within  the  Ex- 
ecutive  Branch  of  the  Government".  In  consumer  cases,  unless  a  controversy 
arises  between  the  bankrupt  and  a  creditor,  the  entire  proceedings  would  be 
treated  as  an  administrative  function  and  handled  by  an  administrator. 

If  the  substantive  changes  which  we  have  discussed  are  made,  there  seldom 
would  be  a  controversy  between  the  parties.  Hence,  the  matter  would  not  come 
to  the  attention  of  the  Bankruptcy  Court.  It  would  not  be  necessary  for  the  aver- 
age bankrupt  to  have  a  lawyer.  In  fact,  the  Commission  Bill  seems  to  contem- 
plate that  the  average  bankrupt  would  not  have  a  lawyer. 

Judge  Hubert  L.  Will,  United  States  District  Judge  for  the  Northern  District 
of  Illinois,  and  a  member  of  the  Commission  has  said  that  the  filing  of  a  bank- 
ruptcy petition  is  no  more  difficult  than  the  filing  of  an  income  tax  return- 
there  is  no  need  for  a  lawyer  in  either  case.  This  is  apparently  based  on  his  ex- 
perience in  observing  the  Chicago  bankruptcy  mill  with  its  assembly  line  approach 
under  the  direction  of  lawyers.  Even  though  some  lawyers  have  done  a  poor  job  in 
representing  clients  in  Ijankruptcy,  I  and  almost  all  the  lawyers  that  I  have  talked 
with  on  the  subject  believe  that  there  is  a  real  need  for  a  debtor  to  have  private 
counsel  of  his  own  choosing  to  represent  him  in  the  initial  decision  of  whether 
to  file  in  bankruptcy  and.  if  bankruptcy  is  indicated  (it  may  not  be  the  best 
solution),  the  type  of  relief  to  be  requested.  The  debtor  should  be  encouraged  to 
utilize  the  services  of  a  private  attorney  for  that  purpose. 

The  suggestion  that  the  same  agency  which  undertakes  the  adjudication,  ad- 
ministration, supervision  and  trusteeship  of  the  estate  of  a  bankrupt  should  also 
serve  as  counsel  for  the  bankrupt,  whether  such  counsel  be  a  lay  person  or  a  duly 
licensed  attorney,  is  fraught  with  patent  and  irreconcilable  conflicts.  The  debtor 
should  similarly  be  encouraged  to  rely  upon  the  services  of  his  own  private  at- 
torney throughout  the  bankruptcy  process.  At  the  same  time,  the  cost  of  ob- 
taining such  services  should  be  confined  to  services  of  a  legal  nature  compen- 
sated at  rates  in  keeping  with  and  limited  to  the  quality  of  the  legal  services 
rentlered. 

The  Commission  would  make  it  convenient  for  a  debtor  to  by-pass  private 
counsel.  A  debtor  would  merelj'  present  himself  at  the  administrator's  office  and 
ask  for  bankruptcy  relief  upon  payi»ont  of  a  filing  fee."  The  administrative 
office  would  assist  the  debtor  in  the  preparation  of  an  "open"  petition.  The  local 
administrator  would  be  authorized  to  counsel  the  debtor  before  the  case  is 
commenced.  After  counseling  b.v  the  administrator  and  the  filing  of  the  petition 
the  debtor  would  opt  for  straight  bankruptcy  or  an  extension  or  composition  for 
the  payment  of  the  debts  out  of  future  income.  Local  administrative  offices,  in  the 
approximate  number  and  location  of  the  present  referees  would  be  established. 
To  make  it  more  convenient  for  the  debtors,  satellite  stations  would  be  provided 
where  petitions  may  be  filed  and  seiwices  provided  on  a  part-time  basis  by  em- 
ployes traveling  to  those  offices.  Inasmuch  as  this  would  become  a  governmental 
service  for  debtors,  it  seems  quite  likely  that  the  Bankruptcy  Administration 
would  issue  literature  describing  the  availability  and  convenience  of  the  service. 

By  encouraging  a  debtor  to  proceed  in  bankruptcy  and  without  the  assistance 
and  guidance  of  a  lawyer,  a  bankruptcy  explosion  could  result. 

By  making  consumer  bankruptcy  strictly  an  administrative  process,  many 
consumers  ma.v  be  encouraged  to  petition  bankruptcy  when  they  reall.v  don't  need 
that  relief.  As  an  example  already  in  circulation  is  the  16  page  "Consumer's 


-Tnflitrpnt  f^pbtfirs  would  be  aiithoiizefl  to  file  in  forma  pauperis  petitions  without  the 
paynipnt  of  filin;?  fees. 
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Guide  to  Bankruptcy  or  Going  Broke  in  Order  Not  To  Become  Solvent"  which 
was  published  in  January,  1975  by  Herbert  S.  Denenberg.  formerly  Insurance 
Commissioner  of  the  State  of  Pennsylvania  and  now  a  member  of  the  Pennsyl- 
vania Public  Utilities  Commission.  This  guide  suggests  that  in  lieu  of  2S1,60(> 
bankruptcy  petitions  this  year,  a  million  consumers  probably  should  petition  bank- 
ruptcy during  the  year.  Again,  let  me  state  that  this  and  other  guides  have  been 
published  while  bankruptcy  is  still  a  legal  proceeding.  If  bankruptcy  becomes 
an  administrative  process  there  undoubtedly  will  be  a  great  rush  to  get  into  this 
promotion,  unrestrained  by  a  charge  of  the  unauthorized  practice  of  the  law.^ 

This  potential  bankruptcy  stampede  could  be  averted  by  continuing  bankruptcy 
as  a  judicial  process  rather  than  an  administrative  procedure,  as  recommended 
to  the  Commission  by  the  American  Bar  Association.'' 

CONCLUSION 

According  to  the  Bankruptcy  Division  of  the  Administrative  Office  of  the 
United  States  Courts,  under  the  present  Bankruptcy  Act  we  can  expect  some 
234,000  consumers  to  petition  for  bankruptcy  relief  in  fiscal  1975.  This  27  percent 
increase  is  a  matter  of  concern  to  all  credit  grantors  but  it  is  not  so  staggering 
as  to  call  for  drastic  credit  restrictions  among  those  in  the  lower  income  brackets. 
This  cost  the  offices  in  the  Beneficial  Finance  System  $10,890,315  charged  off  in 
bankrupt  accounts  during  the  year  and  consumer  credit  industry  some  $110  mil- 
lion during  the  year.  Lenders  are  looking  for  ways  to  reduce  this  loss. 

If  the  Bankruptcy  Act  is  revised  by  the  adoption  of  the  substantive  changes 
we  have  discussed  and  by  providing  that  consumer  bankruptcies  be  processed  as 
a  mere  administrative  function  then  we  may  expect  the  consumer  finance  com- 
panies alone  will  have  more  than  a  )>illion  dollars  a  year  involved  in  bankruptcy 
accounts  if  they  continued  to  lend  on  the  same  ba-sis  as  they  do  today.  Banks, 
credit  imions  and  other  credit  operators  would  suffer  proportionately.  In  turn  the 
proposed  changes  will  operate  to  the  disadvantage  of  the  consumer  rather  than 
for  his  benefit. 

It  is  quite  obvious  that  the  consumer  lenders  cannot  and  will  not  submit  to 
this.  Because  of  rate  ceilings  they  cannot  pass  this  loss  along  to  their  good  cu.s- 
tomer.s.  Their  only  recourse  would  be  to  restructure  their  credit  standards.  A 
substantial  proportion  of  consumers  in  the  lower  income  brackets  will  be 
squeezed  out  of  the  legitimate  consumer  credit  field.  Their  demands  for  credit, 
particularly  in  urban  areas,  will  be  satisfied,  at  least  in  part,  in  some  manner  or 
other.  This  would  probably  mean  the  return  of  the  loan  shark  ^  who  has  already 
appeared  in  a  limited  manner  in  soihe  areas.  It  does  not  take  an  economist  or  a 


3  The  Bankruptcy  Council  whose  activities  have  bpf>n  referred  to  the  attention  of  a 
Bar  Ass-ocintion,  published  "The  Layman's  Guide  to  Bankruptcy." 

*  At  its  meeting  of  .June  1.  1973.  on  helialf  of  the  American  Bar  Association,  its  Board 
of  Governors  approved  the  followins  resolution  : 

Whereas,  the  National  Commission  to  Study  the  Bankruptcy  Laws  of  the  T'nited  States 
is  consi'lorinsr  a  recommendation  prepared  under  the  sponsorship  of  the  Brookinps  In- 
stitute that  an  administrative  aprency  in  the  Executive  Branch  of  the  irovernment  be 
established  to  administer  the  bankruptcy  laws  (other  than  Chapter  X  reorganizations) 
and  has  reouested  the  views  of  the  American  Bar  Association. 

Resolved,  That  it  is  the  sense  of  the  American  Bar  Association  that : 

1.  IVfany  of  the  key  features  of  the  bankruptcy  proeeedinss  are  potentiallv  adversary 
in  nature.  Amons:  these  are  the  establishment  of  the  validity  of  claims  and  the  collec- 
tion of  assets  of  the  estate  representins:  claims  ajrainst  others  ;  the  allowance  and 
rnnkins  of,  and  the  renocnition  of  security  intorests  in,  claims  of  others  ag:ainst  the 
estate,  the  determination  of  entitlement  to  discharge;  and  the  entry  of  iudsrment 
.ifter  discharge  on  prpbankruptc.y  claims.  Therefore,  bankruptc.y  should  be  retained 
in  the  federal  iudiclal  system. 

2.  There  is  nrsjent  need  for  improvement  in  the  administration  of  bankruntcy 
nroceedi liars,  witliin  a  judicial  framework.  When  adversary  contentions  do  not  develop, 
formalities  should  be  minimized  in  order  to  shorten  the  duration  of  administration 
and  to  conserve  the  time  of  .iudicial  officials,  creditors,  bankrupts  and  debtors.  Im- 
nroved  methods  should  be  developed  for  the  selection  of  personnel.  Tlie  system  should 
he  reorcranized  to  free  iudicial  ofticers  from  the  burden  of  and  from  the  potential 
conflict  of  interest  resultins  from  administrative  duties. 

Re.tolred,  That  the  fore£roin,e:  recommendations  be  conveyed  by  the  Secretary  of  the 
Association  to  the  Commission  to  Study  Bankruptc.v  T<aws. 

^Kolf  Xupent,  Graduate  Faculty  of  Political  Sciences,  Amherst  Collesre  and  Director, 
Denartment  of  Consumer  Credit  Studies.  Russell  Sa.ce  Foundation  said  in  the  Winter 
1041  Issue  of  Law  and  Contemporary  Problems,  Duke  T^niversity  School  of  Law,  an  issue 
devoted  to  combating  the  loan  sliark,  "tiie  term  'loan  shark'  has  been  commonl,v  usetl  to 
describe  tliose  who  lend  small  sums  at  higher  rates  of  charge  than  the  law  allows.  It  has 
been  associated  almost  exclusively  in  recent  .years  with  loans  to  wage-earners.  The  qualities 
that  give  rise  to  loan-shark  transactions — agreed,  on  one  hand,  and  compelling  necessity, 
short-.'^ightedne.ss,  or  gullibility,  un  tlie  other — are  not  new  among  human  beings." 
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sociologist  to  reach  this  comlusion.  What  do  you  think  would  happen,  assuming 
it  could  tie  done  in  a  C'onstitutional  manner,  if  Congress  should  pass  a  law  to  the 
effect  that  no  one  with  an  income  of  less  than  $8,000  per  year  may  purchase  an 
alcoholic  beverage.  Although  this  might  be  socially  and  economically  desirable 
liecause  their  income  could  be  used  for  better  purposes,  it  would  surely  lead  to 
bootlegging  and  the  return  of  the  speakeasy.  By  passing  such  a  bankruptcy  law  as 
imrported  by  the  Commission,  you  would  in  effect  be  saying,  no  one  with  an  in- 
come of  less  than  $8,000  may  obtain  legitimate  consumer  credit. 

Bankiiiptcy  cannot  be  considered  in  a  vacuum.  Under  restrictions  on  creditors 
rights  and  the  encouragement  of  unnecessary  bankruptcy  filings  will  have  an 
impact  on  consumer  credit  as  a  whole  and  the  result  will  be  anti  consumer  in 
effect. 

EXHIBIT   A 
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and  corr.plctc. 
To;  llt.NLI  IC  I  AL  FINANCE  CO.  OF  NEW  YORK.  INC.  Account  No.. 


Aiidrc^i, 


Date: 


111  LOniicilif-n  \Mlh  my  .ippiiLation  (o  you  Tor  n  lo;in  of  S  .  .  . .  I  hereby  vubntit  Ihc  fullowinj;  informalion  f«.'r  llic 

i^t.-jinvL-  01  siioAinL;  my  alnliiy  lo  rcp:iy  the  s.iir.c  anu  [a  iiKlucc  you  :>"i  ^i-;i:;i  s;iit.i  loan.  I  hereby  represent  and  w;irraiii  to  yuu 
[ij.;l  ,1  lull  i.oiMpir(c  ai^ii  corrc(.[  li^l  ot  nil  inv  uvi)t\  .md  Ii-il'ilaics  atvj  olhcr  cl.i'ms  ;igainsl  me  of  S25.(H)  or  more  is  .is  loilinvs: 


'                                 NAMESOFCREDITORS 
De  cure  (0  tniilude  ALL  DE8T3  cved  on: 

1.  Rc.>i  E:.iniQ  Mortgages 

2.  ConiM.-ls  en  AL;iomo0tle3,  Fur-:i'.jfe.  elc 

3.  Icwris  wilh  Finance  Cornpan.es.  Cf^Oil  Untiins  or  Ej.-'<s 
^.  C'cJ'l  Cnra  CDIiOalions 

5.  ChofQC  Accourts 
6    Veoxal  E^iprnses 
7.   At;  ">-:Pr  C;;.)r;al.ons: 

Mark  "X" 
by  ihose 
Cebls  you 

will  pay 
with  pro- 
ceeds of 

T.-is  Loan 

AMOUNT 
OWED 

i 
1 

MONTHLY 
INSTALMENT 
BEING  PAIO 

PRESENT  BALANCE  ON  PRIOR  LCA'i  W'.Tt^  >  j. 

S 

S 

1.   PEAL  ESTATE  MORTGAGES                                                       '                        f                                                   ■ 

a.  F'f;-!  Morlcjage                                                                      j                      '                                                | 

r,   :ji:(ond  Vortgage 

1 

2.   CONTRACTS  ON                                                                                   :                          ■                                         '               1 

5.  Automobiles                                                                          i                      :                                               '                     ' 

D.  Fjf.iture                                                                               1                      1                                   ,            i 

3.   LOANS  WITH 

.             1 

a.   rir.:..ncc  C->mpanf?s                                                                         j                                                                                 '                                      ^ 

h.    ll^hi-ri 

1 

■ 

j 

' 

' 

c.   Cfedit  Unions                                                                             |                        '                                      [             [                                   ,             | 

/.   ChrD.TCAnDC^iLIGA-iO'.S 

1 

1 

5.  CHA=lGE  ACCOUNT? 

1 

' 

( 

[ 

c.  v..:o:c.-.t  tX.-^ENS=S                                                               1-1                                               1                                , 

:      ^-    *'f                               1 

7.   nG.'JTAL  OGLiGAT:0\S 



e.   GTH;."nG£.LIGAr.:\5 

I 

, 

1 

■    ,  * 
1 

' 

vr'L'  MUST  1  isr  A'.L  T' v-f.."  ''-T"^  O'v- "  r"-:^:- '." 

1 
'            1 

TIO.\ 


.!:■-■  compfc 


Iioy  and  ^il^ning  this,  ?!atein«n 
!c  cf  ill  ir.ia  sla'c.".j;u  .;r- 


r  PLKASG  i 


■  ..(.  vJur  (J-'-Mts  CLriscii'/-  «^  ^'"'*  yo"  t^-'^'i  oiiic'.orpd  ALL  VOUU  DE 
ANV  DcEVS.  Wf;  r^ly  upo:\  yo'-c  (uud  fail.'i  and  tiiR  Inith  of  yot.r  re, 
z'.Dr.  ^••..,ii:t.l  an  nvcr  cxicnsoji  i."  c:.^t-i:.  v^-'  -''^  iri,c:^:ca  jisov.^  ;o  li'.I  uich  nr.-J  ail  d  ys.ir  C(;^ls.  l^iiij-iiei  arid  cl.Tir.-,  .f; 
ti;  C25.3«.  II  yO'J  have  no  oTl^ar  abM.  Iiuciitl.t%.  «;c..  ylcai.-  iinU^l  I'-a  ten  u\ci}c,-.i'ii'j  .-.ti renier'l  boicw  anti  ildx  your  sisivjIun. 

.vo  po  dcils  and  ijii'jiliifos  in  ixc«-'ss  cl  S2S,C0  oihcr  il-.an  tho^e  lir.ied  h-rcon.  I  certiiy  Ih?:  I  have  in 
..'i^ci  d  ijy  Iho  Lender  to  which  i  h.-v.?  rnad:  an  sppiicalior.  '.o;  o  loan  lo  iist  oni/  ccrlain  debts.  I.i^l 
.-uciior.s  have  been  (o  'ist  al!  outsiandincj  debts  anc"  iii:.t:*i;iiies. 


::TS  or  Ail  kinds 
,)n;sofil;ilfon3. 
;.i:.;r.i  Viii  v/iitcf> 
■  Ijcnoitti  it. 
il    bGCFl 
lu'C.d   1.1;' 


..■■  n,j5  i.frn  if^ccr-  ;,.;Ov    "  '    ^:  ■.&f:Lt.''::  .in, 
■;'jl  Ml  eACRsz  of  S IOC  00.  3'p  :j2^  irioni^  c-- 


r.ijC  ~;  ^  :o  :.j:,-;  v!  2",?^3  pt.-f  iroi.i^i  c.r.  .iny  pjfl  .^t  I'-r;  ur.un.'i 
?:  !j.ii.-n;c  in  '■xccr.s  o!  SlO'^.jO  tju".  not  in  ix.esH  ci  'il-OOdO. 
g!  3900.10  an:;  r/4%  per  month  or.  any  rcmoindtr  of  I^e  unpaid 


My  "r.ik.'-fcn^r-   p.y   . 

rent  ^n,!  v/air^i.t  li  ycj  that  ni; 

\V  (  T  rj  c  S  S  : 


:;oO.~.tiS3  and  < 


i  oait*  CO  nci  e:-  ;c-^ 


I  hereby  state,  Bflifm,  repre- 


FCa  LUAN  C"F1CF.  USE  ONLY 
iiclrifv  o::"Ovir'-|  :i-,c  .na^irg  cf  a  lartr  to  tfe  abc 
creU't  Acr;-..nc!ij  ct  sue*.  Lor'cver 


3t.'  L^f'Ovo.-.  icare't. 


■.arr.i.-fcd  ih.s  Slaiefnen*.  and  relied  jpon  .!  in  pjss.ng  upon  Ino 


196 

Mr.  TwiXEM.  In  the  beginning  I  would  like  to  say  that  there  are 
very  many  desirable  features  in  both  the  Commission  bill  and  the 
judge's  bill.  Bankruptcy  is  badly  in  need  of  revision.  We  are  still 
basically  struggling  along  with  the  act  of  1S98  witii  some  amendment 
in  tlie  interim.  We  are  anxious  for  Congress  to  establish  a  balanced 
approach.  Sometimes  we  think  there  may  be  some  areas  in  which  that 
is  not  established  in  the  present  bills. 

We  do  think  that  it  would  certainly  be  a  great  improvement  in 
upgrading  the  bankruptcy  judges.  There  are  some  judges  that  we 
feel  are  not  qualified.  But  it  is  difficult  to  have  qualified  judges  unless 
we  upgrade  the  whole  position,  and  establish  the  judges  on  a  level 
with  the  Federal  district  courts  at  similar  salaries  so  we  can  expect 
to  s^t  good  and  capable  and  qualified  men  who  are  able  to  serve  as 
judges. 

We  think  that  the  bankruptcy  courts  should  be  upgraded  too  and 
estal>lished  on  a  higher  level.  Certainly  we  believe  in  uniform  exem])- 
tion  laws,  and  we  believe  that  the  provisions  nf  Chapter  VI  of  both 
bills  are  liighly  desirable  in  the  interest  of  debtors  with  regular 
income. 

Senator  BtniMCK.  You  say  uniform  exemption  laAv.  Do  you  mean  a 
national  law  ? 

Mr.  TwixEM.  For  bankruptcy ;  yes,  sir. 

We  think  that  there  are  a  few  undesirable  features  in  both  bills 
that  are  now  pending. 

First,  I  would  like  to  point  out  four  of  the  uiidesirable  features 
that  disturb  me,  the  first  of  which  is  debts  incurred  by  false  repre- 
sentations, false  pretenses,  and  by  other  fraudulent  means. 

We  think  that  a  financial  statement,  if  that  is  the  means  of  obtaining 
credit,  should  be  an  honest  statement  for  the  protection  of  both  the 
lender  and  the  debtor.  We  feel  that  a  false  statement  or  any  other 
forms  of  false  representation  or  false  ])rete]ises  should  not  be  licensed 
by  establishing  them  as  dischargeable  obligations. 

Senator  Burdick.  Do  you  acknowledge  that  there  might  some  un- 
witting omissions  in  the  statement  that  aie  not  necessarily  fraudulent  ? 

Mr.  TwiNEM.  There  may  very  well  be  some  unintentional  omissions 
from  the  statement.  But  we  do  have  to  rer-ognize  that  under  the  present 
amendments  of  1970,  the  bankruptcy  judges  must  determine  three 
things:  First,  whether  the  statement  is  materially  false;  second, 
whether  there  Avas  an  intention  to  deceive:  and  third,  whether  there 
was  reliance  on  the  financial  statement.  That  is  a  heavy  burden  for 
the  creditor  to  bear,  and  the  burden  of  pi-oof  is  on  tlie  creditor  in  those 
instances.  Where  there  is  an  unintentioiial  omission,  there  certainly 
is  not  an  intent  to  deceive.  Therefoi-e,  I  would  think  that  that  del;t 
Avould  be  dischargeable.  There  are  many  other  instances  where  tliei'c 
is  an  intentional  omission,  because  the  debtor,  the  applicant,  believes 
that  he  Avould  ]iot  be  granted  the  credit  if  he  made  a  full  and  complete 
statement.  Therefore  he  has  a  tendency  to  omit  certain  obligations. 

Still,  the  burden  is  on  the  creditor  to  prove  that. 

We  believe  that  many  of  the  abuses  that  did  exist  in  the  past  have 
been  corrected  or  eliminated  bv  the  1970  amendment  to  the  Banki'U]:)tcv 
Act.  Therefore  tlie  bankrupts  should  be  encouraa-ed  to  be  truthful  and 
honest.  They  should  not  only  give  a  true  financial  statement,  but  they 
should  not  make  any  other  misi'epresentations.  We  had  maiiy  instances 
where  a  debtor  would  come  in  and  pass  off  some  girlfriend  as  his  Avife. 
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He  will  misrepresent  ownership  of  securitj'.  There  are  manj'  other 
deceitful  practices  tliat  are  an  imposition  on  the  lender. 

The  lender  must  endeavor  in  every  way  possible  to  get  a  truthful 
financial  statement.  It  is  the  only  possible  way  to  determine  an  appli- 
cant's credit  worth.  Any  other  investigations  that  he  might  make  to 
supplement  the  credit  statement  will  not  reveal  all  the  information 
that  should  be  contained  in  the  financial  statement. 

The  debtor  is  the  only  one  who  can  supply  that  information.  There 
is  no  possible  way  for  a  consumer  finance  company  to  know  whether 
an  applicant  is  indebted  to  banks,  to  credit  unions,  or  some  other  types 
of  creditors,  because  the  banks  have  their  own  clearinghouse  and  the 
information  they  have  is  not  available  to  the  consumer  finance  compa- 
nies. The  credit  unioriS  will  not  reveal  that  information. 

There  are  many  obligations  owing  to  merchants  and  other  creditors 
and  now  with  credit  cards  we  are  suddenly  faced  with  a  whole  new 
group  of  obligations. 

Senator  Bitrdick.  xVre  not  liens  and  chattel  mortgages  and  contracts 
a  matter  of  record  ? 

Mr.  TwixEM.  In  most  cases,  but  oftentimes  consumer  finance  com- 
])anies  do  not  record  a  chattel  mortgage  on  certain  types  of  security. 
When  they  do  record  them,  they  would  be  of  record,  and  the  lender 
could  by  examining  those  records  and  the  filing  records  ascertain 
whether  there  were  prior  encumbrances  on  the  chattel  security.  That  is 
a  burden  on  the  lender.  When  you  are  making  millions  of  loans,  each 
additional  detail  that  you  are  asked  to  make  is  expensive.  Somebody 
has  to  bear  that  expense,  or  else  you  have  to  squeeze  certain  people  out 
of  the  credit  market. 

The  people  who  are  out  of  the  credit  market  are  those  in  the  lowest 
income  level. 

Senator  Burdick.  What  do  you  think  about  preferences  within  3 
or  months  before  he  declares?  Do  you  want  to  speak  to  that? 

Mr.  TwixEM.  Certainly  we  think  that  these  should  not  be  a  dis- 
chargeable debt.  HoAvever,  we  see  no  real  difference  between  an  obli- 
gation incurred  90  days  as  distingiiished  from  an  obligation  incurred 
t)l  days  prior,  or  4  months  prior,  if  you  please.  We  think  if  it  were 
incurred  5  months  prior,  it  is  just  as  bad  from  the  creditor's  stand- 
point as  though  it  might  have  Ijeen  incurred  4  months  prior.  I  do  not 
see  anythinsr  mystical  about  the  4  months. 

Senator  Burdick.  I  am  talking  about  a  fraudulent  conveyance  made 
4  months  before. 

Mr.  TwiNEM.  From  a  practical  standpoint,  that  does  not  concern 
the  consumer  creditors  as  much  as  it  concerns  business  creditors.  It  is 
too  much  of  a  burden  for  a  consumer  finance  company  or  a  creditor 
with  a  consumer  obligation  to  try  to  set  aside  a  fraudulent  conveyance. 
Eeally.  that  is  the  responsibility  and  duty  of  the  trustee,  to  discover 
fraudulent  conveyances.  That  is  whj^  some  of  the  bankruptcy  judges, 
some  of  the  very  best  ones,  believe  that  a  trustee  should  be  appointed  in 
every  case. 

Judge  Bouvier  for  example,  of  Flint,  Mich.,  believes  that,  and  his 
trustee  has  discovered  many  concealed  assets.  He  discovered  many 
practices  of  voidable  preferences  that  can  be  set  aside  for  the  benefit 
of  creditors. 

Another  thing  that  we  think,  another  proposal  that  we  think  is  un- 
fortunate and  undesirable  is  the  matter  of  prohibiting  reaffirmations. 
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First,  it' interferes  Avitli  contractual  relationships  between  tlie  bank- 
lupt  and  hi?  creditors.  He  cannot  be  under  the  cloak  and  protection  of 
the  b:inkniptcy  court  forever,  and  technically  nnder  the  present  act.  he 
can  incur  a  new  oblioation  the  day  after  lie  files  a  petition  of  bank- 
ruptcy vvhich  would  not  normally  be  discharged  unless  he  is  proceed- 
ing under  Chapter  XIII. 

There  are  man}'  reasons  why  a  debtor  wants  to  reaffirm  an  obliga- 
tion. First,  he  may  have  had  a  very  good  relationship  with  the  lending 
creditor  over  a  long  period  of  time.  They  helped  him  vrhen  he  needed 
help  and  he  wants  to  pay  them  among  the  first  of  his  creditors. 

Second,  he  may  want  some  additional  cash  after  has  has  filed  his 
petition  for  banki'uptcy.  "V^niere  does  he  turn  for  that?  Other  creditors 
may  not  listen  to  him,  Ijut  if  he  has  lind  a  longstanding  relationship 
with  a  finance  company  over  a  number  of  years  and  he.  goes  back  to 
them  and  they  are  willino"  to  give  him  some  more  cash,  he  may  be  feeling 
\'er3'  kindly  toward  them,  and  have  a  very  s}' mpathetic  attitude 
toward  the  finance  company.  ^Diat  is  another  reason  for  reaffirming. 

Another  important  reason  for  reaffirmation  is  that  the  delator  wants 
to  protect  his  comaker;  his  comaker  is  generally  a  friend,  a  close 
friend  or  he  would  not  have  acted  as  a  comaker  because  it  is  strictly 
an  accommodation  process  without  any  compensation.  He  does  not 
want  that  comaker  to  have  to  pay.  so  he  would  rather  reaffirm!  and 
protect  his  comaker. 

In  another  instance,  lie  may  have  chattel  security  that  he  wants  to 
preserve  and  protect  that  has  an  intangible  value  to  him  above  and 
beyond  its  actual  value,  and  he  Avill  reaffirm  on  that  basis. 

In  other  instances,  particularly  in  cases  even  where  he  is  represented 
by  an  attorney  and  the  attorneys  talk  together  and  they  recognize 
that  this  fellow  got  the  credit  through  a,  false  financial  statement,  he 
feels  pretty  guilty  about  this  thing.  Rather  than  just  to  try  to  pass  it  oil 
or  put  tlie  creditor  thi'ouffh  the  burden  of  establishing  the  false  finan- 
cial statement,  he  is  willing  and  ready  and  anxious  to  reaffirm  just  to 
make  amends  for  his  wrongful  conduct  in  the  past.  \   ' 

XoAv,  I  think  a  word  about  the  practical  effect  of  prohibiting  re- 
affirmations may  be  in  order.  In  the  Beneficial  organization,  in  the 
Ignited  States  alone  we  had  $17,500,000  in  bankruptcy  obligations  dur- 
ing 1974.  We  actually  charged  off  in  bankruptcy  more  than  $10  million 
in  bankruptcy  obligations,  more  than  one-fourth  of  the  total  chargeoff 
fen*  the  organization. 

Beneficial  represents  less  than  9.G  percent  of  the  outstanding  con- 
sumer finance  companies.  When  you  project  it  over  the  whole  industry, 
it  means  over  $100  million  that  creditors  will  have  lost  in  1074,  and  Ave 
ai'c  not  even  up  to  fiscal  year  1075.  which  expires  June  30,  when  we  can 
expect  an  overall  total  of  27-percent  increase  in  bankruptcies.  So, 
lieneficiaPs  loss,  if  it  continues  its  present  credit  policy,  it  will  be  a 
good  deal  more  than  $10  million  during  fiscal  year  1975. 

I  am  only  talking  about  finance  companies.  I  am  not  talking  al^out 
lianks,  credit  unions,  and  other  lenders  who  are  also  subject  to  these 
losses. 

Of  course,  the  credit  standards  would  have  to  be  changed  because 
finance  companies  cannot  subject  themselves  to  these  continuing  losses. 
At  the  same  time  I  recognize  that  bankrupts  are  entitled  to  and  need 
]irotection,  in  connection  with  reaffirmation  agreements.  The  first  step 
in  giving  them  some  protection  probably  would  be  a  cooling-off  period, 
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a  certain  ]:>eriod  of  time  to  protect  them  from  impetuous  acts,  to  pro- 
tect thejn  in  other  manners.  They  may  have  been  aroiisecl  and  appealed 
to  in  some  manner  that  led  tliem  to  make  a  reaffirmation ;  and  after  they 
had  a  chance  to  think  and  talk  about  it.  they  may  want  to  disaffirm 
it;  they  may  have  <rone  back  to  their  attorney;  their  attorney  may 
have  said  to  them,  why  did  you  do  that.  I  do  not  think  that  was  good 
judament  in  this  case. 

Senator  Burdick.  What  would  you  think  about  maybe  the  bank- 
ruptcy judge  approving? 

MrJ  TwiNEx.  I  think  that  that  is  an  unnecessary  additional  bu.rdenl 
First  we  have  a  technical  problem.  Before  we  could  get  to  the  bank- 
ruptcy judge  we  first  have  to  solve  the  problem  of  adriiinistrative  ver- 
sus judicial  procedure.  Under  the  Commission  bill,  the  court  would 
not  be  in  the  picture  at  all.  The  whole  consumer  process  would  be  be- 
fore an  administrator.  In  almost  no  consumer  bankrui:)tcy  case  would 
there  be  a  proceeding  before  a  bankruptcy  court.  So,  therefore,  I  sup- 
pose if  the  Commission  bill  is  adopted,  you  would  have  to  say  that  the 
administrator  must  approve  it.  Bu.t  I  do  not  think  that  is  necessary 
either.  Tlie  bankrupt  has  protection. 

First,  if  you  give  him  the  cooling  off  period,  that  gives  him  a  certain 
amount  of  protection.  If  the  reaffirmation  agreement  is  obtained 
tlirough  coercion,  intimidation  or  fraudulent  means,  the  bankruptcy 
court  today  can  set  it  aside.  Certainly,  under  any  new  law  that  is 
enacted.  I  would  think  that  he  would  be  afforded  the  same  protection 
to  be-  able  to  set  it  aside,  so  we  do  not  have  a  situation  where  it  is 
obtained  against  his  wiU,  without  it  being  voluntary  on  his  part,  be- 
cause he  can  set  it  aside  in  a  reasonable  time,  ancl  it  was  obtained 
through  overreaching  or  fraudulent  means,  because  he  can  have  it  set 
aside  in  those  circumstances. 

I  promised  myself  I  would  not  talk  more  than  12  minutes,  and  I  am 
over  that  now.  I  get  carried  away,  I  guess,  a  little  bit  when  I  start 
tallving  about  these  things. 

"We  are  all  in  pretty  much  accord  with  the  statements  made  yester- 
day with  reference  to  comakers  by  Mr.  Wiese,  and  with  chattel  secu- 
ritv  provisions  that  he  spoke  of  yesterday. 

The  administrative  approach  is  something  beyond  the  substantive 
in-ovisions  that  I  Avould  like  to  talk  about  for  about  2  minutes.  We 
believe  that  the  admiiiistrative  approach  is  quite  unfortunate.  Tlie 
bankruptcy  should  remain  in  the  judiciary. 

Vy-^e  believe  that  a  debtor  should  have  the  benefit  of  his  own  legal 
counsel.  We  talk  about  debtors  who  are  hopelessly  involved  with  debt. 
Whv  do  they  need  an  attorney  ? 

First  Vv-e  have  to  decide  who  is  going  to  decide  whether  they  are 
hopelessly  in  debt.  Are  they  going  to  decide  it  for  themselves?  We 
tliink  that  the  attornev  should  decide  and  give  them  some  guidance. 
He  should  tell  them  whether  they  need  straight  bankruj^tcy,  whether 
tliov  need  a  Chapter  XIII  proceeding.  Avliether  they  should  be  referred 
to  a  nonprofit  credit  counseling  se7"vice.  There  are  150  such  counsel- 
ing servii^es  now  in  the  country,  and  they  are  doing  a  magnificent  job 
in  the  urban  centers.  That  is  a  verv  fine  program  and  it  is  a  very  good 
Avay  for  a  debtor  to  protect  himself  at  no  expense  to  him  in  most  cases, 
to  clear  his  credit  picture  and  establish  himself  on  a  sound  and  con- 
structive budget. 
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The  attorney  in  many  cases  can  help  the  debtor  without  any  other 
type  of  relief  by  merely  making  a  telephone  call  or  two  to  a  few  of  the 
liiost  pressing  creditors  and  arrange  a  suitable  program  for  him. 
Under  the  Commission's  approach,  the  lawyer  is  not  necessary.  He 
would  be  bypassed  entirely  since  the  administrator  would  be  encour- 
aged to  do  that,  to  make  a  process  more  readily  available  to  them  at 
less  expense.  That  means  when  the  people  down  at  the  plant  hear 
that  one  of  their  fellows  who  had  an  easy  experience,  and  that  all  he 
had  to  do  was  walk  down  to  the  courthouse,  pay  a  fee  and  be  guided  by 
the  administrator.  He  did  not  need  a  lawyer.  He  went  up  to  the  clerk, 
the  administrative  clerk,  and  the  administrative  clerk  gave  him  the 
papers,  helped  liim  fill  them  out.  and  advised  him  to  what  relief  lie 
should  pursue.  There  he  was,  in  free.  "VVlien  one  debtor  does  that  and 
other  debtors  find  out  how  easy  it  is,  we  are  satisfied  that  it  is  going 
to  bring  about  a  bankruptcy  stampede,  which  is  highly  undesirable. 

We  have  had  a  2T-percent  increase  this  year.  If  you  open  the  gates 
of  bankruptcy  to  such  ease  and  convenience,  we  feel  that  it  is  going 
to  add  as  many  as  ten  times  the  number  of  bankrupts.  Mr.  Denenberg 
from  Pennsylvania  has  advocated  that  thei'e  should  have  been  a  mil- 
lion bankrupts  this  year,  and  you  know  what  that  would  have  don^^ 
to  tlie  consumer  finance  industry  and  others  engaged  in  personal 
finance.  If  we  had  ten  times  the  loss  that  we  have  today,  we  would  cer- 
tainly reevaluate  our  whole  credit  standard,  and  we  would  certainly 
eliminate  those  in  the  lower  brackets  because  they  are  too  much  of  a 
problem  for  us  to  handle,  too  expensive  for  us. 

Senator  Burdick.  The  record  shows  that  80  percent  of  all  bank- 
ruptcy cases  are  no-asset  cases.  Would  an  attorney  help  any  in  those 
cases  d 

Mr.  TwixEM.  I  think  there  may  be  some  question  as  to  the  accuracy 
of  80  percent. 

Senator  Burdick.  The  judges  testified  to  that. 

Mr.  TwTNKM.  I  think  the  administrative  office  has  other  statistics 
on  that.  My  understanding  is  as  many  as  56  percent  may  be  in  that 
categorv.  The  record  will  speak  for  itself  from  the  administrative 
office.  They  keep  the  statistics  in  that  respect. 

Senator  Burdick.  My  staff  just  told  me  it  was  85  percent,  not  80 
percent. 

Mr.  TwixEM.  I  do  not  agree  on  that.  I  know  of  many  bankrupt  ac- 
counts. I  see  thousands  of  them  every  year,  case  reports  on  them, 
where  it  would  seem  pretty  ol:)vious  to  me  and  to  a  lot  of  other  people 
that  bankruptcy  was  unnecessary  in  their  case.  The  attorney  may  have 
been  a  little  bit  lazy,  and  he  would  say  well,  I  will  put  you  through 
straiglit  bankruptcy  ])ecause  I  do  not  want  to  file  a  chapter  XIII  and 
])e  stuck  with  it  over  a  o-year  period.  It  is  easier  for  me  on  a  one-shot 
basis  to  get  $250  than  to  tr}^  to  get  $250  plodding  along  over  a  3- 
year  period,  working  with  this  fellow.  That  is  one  of  the  things  that 
led   to  the  abuses  that  we  have  liad  in  tlie  past. 

So,  from  my  point  of  view,  it  would  l)e  ^cry  unfortunate  to  adopt 
the  substantive  provisions  that  I  have  discussed  briefly  tliis  morning, 
or  the  administrative  ai:>proach  to  bankruptcy,  because  it  Avould  be  anti- 
consumer  to  adopt  thcvse  provisions.  While  we  would  be  doing  it  under 
the  guise  of  helping  the  consumer,  we  would  actuall}^  be  hurting  him 
because  we  would  be  squeezing  so  many  of  them  out  of  the  consumer 
credit  market. 


201 

Thank  you,  Mr.  Chairman.  . 

Senator  Buiidick.  I  can  assure  you  that  this  committee  has  no  desire 
to  promote  bankruptcy.  It  is  a  hist  resort  procedure.  I  woulcl  not  hke 
to  see  anybody  ^o  bankrupt  who  did  not  have  to.  I  just  do  not  like  that. 
I  am  old-fashioned  myself.  But  there  are  some  places  where  a  man 
is  faced  with  multiple  garnishments  and  so  forth;  he  has  no  other 
choice. 

Mr.  TwiNE^r.  We  certainly  agree,  Mr.  Chairman,  that  there  are 
some  cases,  and  quite  a  number  of  them  where  bankruptcy  is  the  only 
salvation.  It  should  be  made  available,  but  on  a  very  careful  basis. 

Senator  Bukdick.  Very  fine. 

Mr.  Zelenko  ? 

Mr.  Zelenko.  "With  the  permission  of  the  Chair,  I  would  like  to 
submit  my  prepared  statement  to  the  committee  for  inclusion  in  the 

record. 

Senator  Burdick.  I  receive  it  with  great  pleasure  and  without 

objection. 

[The  prepared  statement  of  Benjamin  L.  Zelenko  follows:] 

PREPAP.ED  Statement  of  Benjamin  L.  Zelenko 

Mr.  Chairman:  I  am  Benjamin  L.  Zelenko,  an  attorney  with  the  New  York 
law  firm  of  Weisman,  Celler,  Spett,  Modlin  and  Wertheimer  with  local  offices  at 
1025  Connecticut  Avenue,  N.W.  I  formerly  served  as  General  Counsel  to  the 
House  Judiciary  Committee  and  as  Counsel  to  its  Subcommittee  on  Bankruptcy. 
I  accompany  Mr.  Linn  K.  Twinem  and  wish  to  supplement  the  testimony  which 
he  has  presented  on  behalf  of  the  affiliated  companies  in  the  Beneficial  Finance 
system  and  on  his  own  behalf  today. 

At  the  outset,  we  wish  to  stress  that  the  revisions  of  the  Bankruptcy  Act  con- 
tained in  S.  235,  recommended  by  the  National  Conference  of  Bankruptcy  Judges 
and  in  S.  236,  recommended  by  the  Commission  on  the  Bankruptcy  Laws  deserve 
comprehensive  study  and  examination.  Each  year,  more  individuals  come  into 
contact  with  the  federal  judicial  system  through  bankruptcy  proceedings  than 
through  any  other  legal  process.  Their  confidence  in  the  federal  courts  and  atti- 
tudes towards  the  system  are  profoundly  shaped  by  the  experience.  It  is  essen- 
tial that  this  encounter  be  marked  by  procedural  fairness  and  efficiency,  by 
even-handedness  and  equitable  treatment  of  creditor  and  debtor  alike.  We  com- 
mend the  Subcommittee  for  the  care  and  thoroughness  with  which  it  embarks  on 
this  work  and  welcome  the  opportunity  to  testify  at  these  hearings.  In  this  con- 
nection, I  want  briefly  to  discuss  two  aspects  of  proposed  consumer  bankruptcy 
reform  set  forth  in  S.  235  and  S.  236. 

PROPOSED   DISCHARGE   PROVISIONS — SECTION    4-506  (A)    (2) 

As  the  Chairman  of  the  Subcommittee  well  knows,  1970  witnessed  the  culmina- 
tion of  many  years  of  effort  in  the  enactment  of  the  so-called  dischargeability  bill, 
Public  Law  91-467.  The  legislation  conferred  exclusive  jurisdiction  on  the  bank- 
ruptcy court  to  hear  and  determine  which  claims  are  covered  by  the  discharge  in 
bankruptcy  and  which  are  not.  The  legislation  did  not,  however,  modify,  alter, 
add  or  sul)tract  from  the  list  of  debts  expressl.v  excepted  from  bankruptcy  dis- 
cliarge.  Thus,  Section  17  of  the  Act,  excepting  from  discharge  those  claims  based 
on  a  bankrupt's  fraud  or  misrepresentation  were  left  intact.  Rather,  the  legisla- 
tion (i)  required  creditors  desiring  to  assert  nondischargeability  to  file  timely 
objections,  and  (ii)  empowered  the  bankruptcy  court  to  hear  and  finally  dispose 
of  such  objections.  The  legislation  was  designed  to  give  the  bankruptcy  court 
full  authority  to  determine  the  respective  rights  of  the  parties  and  to  avoid  hav- 
ing bankruptcy  litigation  including  the  meaning  of  the  discharge  occur  in  subse- 
quent and  separate  proceedings  in  another  court.  The  1970  dischargeability  law 
was  designed  to  give  greater  meaning  and  effect  to  the  discharge  for  ordinary 
wage-earner  debtors.  It  became  operable  on  December  19,  1970,  somewhat  more 
than  four  years  ago. 

Contemporaneous  with  the  enactment  of  the  new  dischargeability  law  was 
the  creation  of  the  Commission  on  the  Bankruptc.v  Laws  of  the  United  States 
(P.L.  91-354).  In  fact,  hearings  in  the  House  considering  the  creation  of  the 
Commission  also  dealt  with  the  dischargeability  amendments  (See  "Bankruptcy", 
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llearing-.s  before  Saliconmiiftoe  No.  4,  House  Committee  on  the  Judiciary,  91st 
Coiiji.  l.st  Se.ss.  .Serial  No.  7).  The  Commissiou  became  fully  staffed  about  June  1, 
1971  and  snbiiiitted  its  tiual  report  on  July  30,  1978.  Thus,  the  1970  discharge- 
abiiiiy  amendments  were  first  coming  into  operation  during  the  period  of  the 
Commission's  study  and  report. 

It  is  difficult  tu  comprehend  the  factual  basis  upon  which  the  Commission 
reconuiieiuied  that  debtor  fraud  or  misrepresentation  reasonably  relied  upon  by 
a  creditor  no  longer  should  constitute  an  exception  to  a  bankruptcy  discharge. 
Clearly,  such  a  change  in  the  statute  would  constitute  a  major  alteration  in 
baidcruptcy  policy.  To  what  degree,  if  any,  did  the  Commission  monitor  and 
evaluate  the  effect  of  the  1970  amendmentsV  Frankly,  the  explanatory  statements 
justifying  its  recommendatious  in  the  Commission's  Report  (Part  I,  pp.  10-11; 
Part  II  pp.  188-139)  fail  to  substantiate  creditor  abuse  of  the  1970  discharge- 
ability legislation.  There  is  no  rei'ei-ence  to  case  experience  since  1970  or  to  any 
documented  evidence  of  alleged  spurious  use  or  creditor  abuse  that  has  persisted 
since  the  1970  amendments. 

The  Report  simply  charges  that — ''One  of  the  more  troublesome  exceptions  to 
discharge  under  tliet  present  Act  is  the  nondischargeability  of  a  con.sumer  debt 
obtained  by  the  use  of  a  false  financial  statement.  Subsequent  evidence  of  the 
abuse  of  this  exception  by  creditors  has  come  to  the  attention  of  the  Commis- 
sion. The  exception  has  also  generated  a  substantial  amount  of  litigation  and  has 
partially  frustrated  the  'fresh  start'  goal  of  the  discharge."  (Report,  Part  I,  at 
17(;). 

The  Commission  concludes  that  the  abuse  and  harmful  effects  of  this  excejv 
tion  to  discharge  far  outweigh  the  benefits  to  creditors.  Its  proposed  section  4-506 
(a)  (2)  provides  that  false  financial  statements  no  longer  shall  be  a  basis  for 
excepting  a  "consumer  debt"  from  discharge.  Nowhere  in  the  body  of  materials 
submitted  to  Congress  by  the  Commision  (or  for  that  matter,  submitted  by  the 
Bankruptcy  Judges  in  support  of  their  bill )  does  there  appear  any  documentary 
evidence  or  other  data  to  warrant  such  a  radicJiI  change  in  the  substantive  law 
of  baidvruptcy.  Certainly,  it  is  I'easonable  to  ask  what,  in  fact,  has  been  the  ex- 
perience under  the  1970  dischargeability  law? 

In  response  to  this  question,  I  offer  for  the  record  cc^rrespondence  I  have  re- 
ceived from  the  Chief.  Division  of  Bankruptcy,  Administrative  Office  of  the  U.S. 
Courts,  together  with  a  sunuuary  of  a  survey  of  the  effectiveness  of  the  1970 
revisions.  The  data  are  attached  to  my  remarks  and  I  ask  that  they  be  included 
in  the  hearing  record.  The  information  is  ba.sed  on  respon.ses  of  over  91%  of 
Bankruptcy  Judges  presiding  during  the  period  May  1,  1972-April  30,  1973.  The 
survey  indicates  there  were  8,370  applications  filed  under  section  17c  and  ap- 
proximately S5%  concerned  allegedly  false  written  financial  statements.  Signifi- 
cantly, the  survey  reveals  that  the  decisions  reached  by  bankruptcy  courts  con- 
ceriung  dischargeability  of  such  debts  were  evenly  divided  between  creditors  and 
bankriipts. 

Several  conclusions  arise  from  the  data.  First,  there  appears  a  significant,  con- 
tinuing need  to  protect  creditors  who  reasonably,  and  in  good  faith,  rely  on  false 
written  statements  relating  to  the  financial  condition  of  a  borrower.  (I'nder  exist- 
ing law.  before  determining  nondischargeability,  the  court  also  must  find  that 
the  false  statement  was  issued  with  intent  to  deceive).  Second,  the  data  suggest 
that  today  there  is  a  workable  mechanism  effectively  to  protect  creditors  from 
debtor  fraud  and  misrepresentation.  In  such  circumstances,  nondischargeabilit.v 
appears  appropriate  since  creditor  abuse  is  subject  to  judicial  scrutiny.  Third, 
existing  procedures  also  appear  to  protect  against  potential  creditor  abuse  in  that 
debtors  have  prevailed  where  creditors  are  unable  to  make  a  convincing  showing 
of  reliau'-e  or  delitor  intent  to  deceive.  In  siich  cases,  the  bankruptcy  courts  have 
d(^terminpd  the  debt  to  be  dischargeable.  The  point  is — the  determination  oc- 
curred after  a  hearing  on  the  merits,  not  by  legislative  fiat. 

The  corres])ondence  also  refers  to  an  initial  four-month  survey  (January  1- 
April  30,  1972)  of  the  impact  of  the  dischargeability  amendments.  This  survey 
reveals  a  similar  pattern.  Recent  inquiry  of  tlie  Rankrupfr-y  Division  has  pro- 
duced no  additional  data  on  the  operation  of  the  dischargeabiiit.v  j)rovi.sions. 
However,  it  appears  reasonable  to  surmise  that  the  pattern  established  by  these 
data  continues. 

In  addition,  it  is  apnropriate  to  call  attention  to  curious  inconsistencies  with 
respect  to  the  proposed  treatment  of  certain  debts  obtained  through  fraud.  For 
example,  section  4-!".0n(a)  (2)  precludes  dischargeability  of  non-consumer  debts 
obtained  by  fraud,  false  pretense,  false  representation  or  use  of  a  materially  false 
statenient  in  writing  respecting  financial  condition  relied  on  by  the  creditor. 
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^Miereas  the  same  elements  of  fraud  or  use  of  false  written  statements  when 
tibtaining  "consumer  debt"  (a  term  nowhere  defined  in  the  Commission  bill)  will 
)i(ir  preeiude  dischargeability.  On  the  other  hand,  debts  growing  out  of  false  or 
fraudulent  tax  returns  are  expressly  «o/Kli.schargeable  (section  4-r)()(>(a)  (1)  (B) 
and  if  the  tax  debt  is  nondischargeable,  penalties  arising  therefrom  are  also 
noudischargeable    (section  4-500 (a )  (D) ). 

Only  fraudulently  obtained  debts  incurred  on  the  eve  of  bankruptcy  are  to  be 
excepted  from  the  debtors  absolute  discharge  under  the  Commission  bill,  or  are 
such  debts  in  fact  nondischargeable?  Does  section  4-506(a)  (2)  supersede  section 
4-506 (a)  (3)  V  AVhich  provision  is  hitended  to  prevail?  In  any  event,  why  should 
a  fraudulently  obtained  debt  incurred  bO  days  before  bankruptcy  be  treated  any 
differently  than  one  obtained  1)1  or  92  days  before  filing  the  petition? 

Tiie  burdtn  on  tlie  creditor  under  existing  law  is  clear.  He  must  establish 
reliance  on  the  false  statement  as  well  as  the  debtor's  intent  to  deceive.  Given 
that  burden,  the  cases  have  divided  almost  evenly  between  creditor  and  debtor. 
The  experience  seems  to  validate  the  effectiveness  of  the  1970  dischargeability 
procedures  and  justify  its  retention.  Clearly,  nothing  in  the  Commission's  Report 
counters  this  experience. 

In  sum,  we  think  the  Commission's  recommendation  for  absolute  discharge 
in  consumer  debtor  cases  is  inequitable,  unwise  and  not  supported  by  experience 
under  existing  dischargeability  provisions.  IMoreover,  the  recommendation  con- 
tained in  the  Judges'  bill  for  limiting  the  exception  to  discharge  contained  in 
section  4-o(X>(a)  (2)  to  "fre.sh  money"  obtained  on  extensions  or  renewals  of 
credit  suffers  from  similar  defects.  It  ignores  the  effectiveness  and  equity  of 
present  procedures.  We  believe  the  Congress  should  permit  the  1970  discharge- 
ability provLsions  a  reasonable  time  to  operate  and  should  monitor  their  effect 
before  undertaking  drastic  revisions.  We  also  believe  it  imprudent  and  un- 
warranted to  reward  deliberate  misrepresentations  that  creditors  reasonably 
reiy  upon  before  extending  credit.  A  basic  issue  must  certainly  be  whether  the 
Bankruptcy  Act  will  extend  its  remedies  to  dishonest  as  well  as  honest  debtors. 
A  system  which  rewards  dishonesty  is  not  compatible  with  the  consumer  credit 
economy  nor  does  it  deserve  congressional  sanction. 

PROHIBTTIOX   OF  REAFFIHMATIOX   AGREEMEXTS    (SECTION   4-r,07) 

Section  4-507  of  the  Commission  and  Bankruptcy  Judges'  bill  precludes  en- 
forcement of  any  agreement  reaffirming  or  reviving  dischargeable  debts.  This  pro- 
hibition is  neiv  and  apparently  has  been  devised  to  assure  debtors  of  a  ""fresh 
start"  under  the  Bankruptcy  Code.  However,  section  -^507 (b)  carries  forward 
provisions  of  section  16  of  the  existing  Act  making  it  clear  that  a  discharge  does 
not  alter  the  liability  of  co-debtors,  guarantors,  sureties  or  others  obligated  to 
pay  the  debt.  We  suggest  that  the  Commission's  proposal  which  also  has  been 
adopted  by  the  Judge's  bill  proposes  an  unwarranted  and  overly  harsh  inter- 
ference ^^ith  the  freedom  of  contract  between  debtor  and  creditor.  Reaffirmation 
can  have,  and  often  does  have,  sound  public  policy  justification.  For  example. 
a  debtor  may  want  to  protect  a  co-obligor  from  liability  or  he  may  want  to  protect 
coUatei-al  or  honor  a  moral  obligation  even  if  his  obligation  has  been  legally 
extinguished.  If  abuse  or  overreaching  is  a  problem,  it  can  be  circumscribed 
without  adopting  an  arbitrary  prohibition  of  all  reafiirmations. 

We  respectfully  suggest  that  the  remedy  proposed  by  S.  235  and  S.  236  dras- 
tically exceeds  the  alleged  abuse.  Rather  than  propose  an  absolute  ban  on  re- 
affirmation, we  would  suggest  that  abuses  may  be  prevented  liy  a  number  of 
simple,  direct  ameliorative  provisions.  For  example,  any  reaffirmation  or  renewal 
agreement  of  a  dischargeable  debt  should  be  subject  to  court  scrutiny  and  ap- 
proval if  it  is  alleged  that  there  has  been  duress,  coercion,  harassment  or  fraud. 
A  parallel  provision  of  judicial  scrutiny  is  embodied  in  the  1970  discharge- 
a)>ility  provisions. 

Second,  if  in  fact  there  is  fear  of  creditor  harassment,  we  would  propose  that 
a  debtor  be  allowed  a  "cooling  off"  period  in  which  to  rescind  any  reaffirmation 
agreement.  A  period  of  2-4  days  within  which  to  reject  reaflSrmation,  should 
protect  any  alleged  abuses  in  this  area  without  depriving  the  debtor  of  his  con- 
trar-tural  rights  and  the  ability  to  protect  co-obligors  or  collateral. 

We  believe  that  these  types  of  i-emedios  will  enable  adequate  protection  for 
creditor  and  debtor  alike — and  still  assure  the  "fresh  start"  for  a  debtor. 

We  appreciate  the  opportunity  to  appear  and  present  tli.ese  comments  and 
stand  ready  to  assist  the  subc< nnnittee  and  its  staff  in  formulating  appropriate 
legislation. 

Thank  you. 
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Administratjve  Office  of  the 

United  Sates  Courts, 
'Washington,  D.C.,  November  29,  1913. 
Mr.  Benjamin  L.  Zei,fnko, 
Attorney  at  Line. 
W'aghinyton,  B.C. 

Dear  Mr.  Zelenko  :  In  response  to  your  recent  inquiry  concerning  tlie  fre- 
quency with  which  the  filing  of  false  iinancial  statements  is  u.sed  as  a  ground 
for  objecting  to  tlie  discharge  of  specific  debts,  I  have  attached  the  first  page  of 
a  twf.-page  Jr^ummnry  of  a  survey  made  by  my  office  in  March  of  this  year  on  the 
effect  of  the  Dischargeability  Bill  (P.L.  91-46T)  enacted  October  19.  lOVO.  (Data 
provided  on  the  second  page  of  the  survey  is  not  pertinent  to  your  inquiry.) 

Question  l.b.  should  provi-le  the  data  you  require  and  indicates  that  over  85% 
of  the  .'^ipplications  filed  under  Section  17c  of  the  Bankruptcy  Act  are  based  on 
false  financial  statements.  Note  also  that  in  answer  to  Question  2,  parts  a.  and  h., 
the  decisions  reached  by  the  bankruptcy  judges  were  evenly  divided,  from  which 
several  important  conclusions  might  he  dra'svn. 

Our  initial  survey  of  the  impact  of  tlie  Dischargeability  Act  was  made  in 
f^tptember  1072  and  was  not  as  detailed  as  the  .second  survey.  The  first  survey 
did,  however,  show  that  of  837  decisions  rendered  in  a  four-month  period  (from 
January  1  through  April  30,  1972),  a  total  of  438  (52%)  decisions  was  rendered 
in  favor  of  the  creditors. 

I  hope  the  information  furnished  will  be  of  assistance  to  yon. 
Sincerely  yours, 

Berkeley  Wright. 
Chief,  Division  of  Bankrupfci/. 

Summary  of  dischargeability  questionnaire 

1.  Number  of  applications  filed  under  §  17e  between  May  1, 

1972  and  April  30,  1973:    [Based  on  responses  of  194 
referees  (91.9%  of  total)]  : 

a.  Total   applications  filed 8,  370 

b.^  Number  of  applications  filed  under  §  17c  in  which  (Avg.  44.  8) 

the    issue   was   whether   the   debt   was   nondis- 
chargeable  under : 
§17a(2)      7,149     (85.4%)  n7a(l)  30  (  .4%) 

§17a(4)        333     (  4.0%)  §17a(3)  28  (  .3%) 

§17a(8)        232      (  2.8%)  §17a(5)  7  (   .1%) 

§17a(6)  6  (   .1%) 

§17a(7)  255  (3.0%) 

other  90  (1.1%) 

(explain) 

c.  Number  in  which  trials  were  actually  held 3,  351 

[174  referees  reporting]  (Avg.  19.  3 

per  ref.) 

2.  Number  of  decisions  rendered  on  §  17c  applications  filed 

between  May  1, 1972  and  April  30, 1973  : 

a.  In    favor    of   creditor 1.  669 

b.  In  favor  of  the  bankrupt  or  debtor 1,  668 

c.  Number  of  times  referee  has  not  heard  and  de- 

cided additional  issues  after  finding  of  nondis- 

chargeability  as  provided  in   §17c(3)- 246 

(15%  of  2a) 

3.  Jury  trials  under  §  17c  between  May  1,  1972  and  April  30, 

1973 : 

a.  Number  of  requests  for  jury  trial  received 261 

b.  Number  of  jury  trials  actually  held  by  :  (3.1%  of  la) 

District  judges  

Referees  

1  l.b.  not  answered  on  all  questionnaires. 

=  Section  17c(8)  provides  that,  after  a  determination  of  nondischarceabilitv,  the  court 
shall  determine  the  remaining  issues  :  i.e..  validity  of  the  debt  and  damasos.  and  render 
money  .iudjjinents.  Question  2c  seel^s  to  determine  the  number  of  instances,  if  any.  when, 
after  rnlinc  for  the  creditor  on  the  issue  of  dischargeability,  the  referee  does  not  go  on  to 
determine  remaining  issues  and  render  judgments. 
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STATEMENT  OF  BENJAMIN  L.  ZELENKO,  OF  WEISMAN,  CELLER, 
SPETT,  MODLIN  &  WEETHEIMER 

ISfr.  Zelexko.  Mr.  Chairman,  I  am  an  attorney  with  the  law  firm  of 
Weisman,  Celler,  Spett,  Modlin  &  Wertheimer  with  offices  in  New 
York  and  Washington.  I  formerly  served  as  General  Counsel  to  the 
House  Judiciary  Committee  and  as  counsel  to  its  Subcommittee  on 
Bankruptcy.  I  accompany  Mr.  Twinem  and  wish  to  supplement  the 
testimony  which  he  has  presented  on  behalf  of  the  affiliated  companies 
in  the  Beneficial  Finance  system  and  on  his  own  behalf  today. 

We  welcome  these  hearings,  Mr.  Chairman,  Bankruptcy  revision 
deserves  careful  study.  We  believe  that  more  litigants  are  introduced 
to  the  Federal  court  system  through  the  bankruptcy  process  tha]i 
through  any  other  legal  process.  Their  confidence  in  the  Federal 
courts  and  their  attitudes  toward  the  system  are  shaped  by  this  ex- 
perience. So  we  feel  it  is  essential  that  that  encounter  be  marked 
by  procedural  fairness  and  efficiency,  evenhandedness,  and  equitable 
treatment  of  debtor  and  creditor  alike. 

I  want  briefly  to  discuss  two  aspects  of  the  proposed  revisions  in 
both  the  Commission  bill  and  the  judges'  bill. 

As  the  chairman  of  this  subcommittee  well  knows,  1970  witnessed 
tlie  culmination  of  many  years  of  effort  in  the  enactment  of  the  so- 
called  dischargeability  bill.  The  legislation  conferred  exclusive  juris- 
diction on  tlie  Bankruptcy  Court  to  hear  and  determine  which  claims 
are  covered  b^v^  the  discharge  in  bankruptcy  and  which  are  not.  The 
legislation  did  not,  however,  modify,  alter,  add,  or  subtract  from  the 
list  of  debts  expressly  excepted  from  bankruptcy  discharge.  Thus,  sec- 
tion 17  of  the  act,  excepting  from  discharge  those  claims  based  on  a 
bankrupt's  fraud  or  misrepresentation,  vrere  left  intact.  Rather,  the 
legislation  did  require  creditors  desiring  to  assert  nondischargeability 
to  file  timely  objections,  and  empowered  the  bankruptcy  court  to  hear 
and  finally  dispose  of  such  objections. 

The  1970  dischargeability  hnv  w;is  designed  to  give  grenter  meaning 
and  effect  to  the  discharge  for  ordinary  wage-earner  debtors.  It  be- 
came operable  o]i  December  19,  1970,  somewhat  more  than  4  years  a.qfo. 

Contemporaneous  with  the  enactment  of  the  new  d'seliargeability 
law  was  the  creation  of  the  Commission  on  the  Bankruptcy  Laws 
of  the  United  States.  In  fact,  hearings  in  the  House  considering  the 
creation  of  the  Commission  also  dealt  with  the  dischargeability 
amendments. 

The  Commission  became  fully  staffed  in  June  1971  and  submitted 
its  final  report  on  July  30, 1978.  However,  the  dischargeability  amend- 
ments of  1970  were  just  coming  into  operation  during  the  period  of 
the  Commission's  study  and  report. 

Therefore,  it  is  difficult  for  us  to  comprehend  the  factual  basis  upon 
which  the  Commission  recommended  that  debtor  fraud  or  misrepre- 
sentation reasonably  relied  upon  by  a  creditor  no  longer  should  con- 
stitute an  exception  to  a  bankruptcy  discharge.  Clearly,  such  a  change 
in  the  statute  constitutes  a  major  alteration  in  bankruptcy  policy.  To 
what  degree,  if  any,  did  the  Commission  monitor  and  evaluate  the 
effect  of  the  1970  amendments?  Frankly,  the  explanatory  statements 
justifying  its  recommendations  in  the  Commission's  report  fail  to  sub- 
stantiate creditor  abuse  of  the  1970  dischargeability  legislation.  There 
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is  no  reference  to  case  experience  since  1970.  or  to  any  documented 
evidence  of  alleoed  spurious  use  or  creditor  abuse  that  lias  persisted 
since  the  1970  amendments. 

yiy  prepared  statement  ({uotes  the  report  ^vhich  simply  asserts  that 
subsequent  evidence  of  the  abuse  of  this  exception  by  creditors 
has  come  to  the  attention  of  the  Commission.  But  there  is  no 
documentation. 

The  (Commission  concludes  that  the  abuse  and  harmful  effects  of 
tliis  exception  to  discharo:e  far  outNveifrh  the  l^enefits  to  creditors.  Its 
}U'0|)o.-ed  section  4-50r)  (a)  {'2}  provides  that  false  financial  statements 
no  louixer  sliall  be  a  basis  for  excepting  a  consumer  debt  from  dis- 
charae.  Nowhere  in  the  ])odv  of  materials  submitted  to  Cong-ress  by  the 
Commission,  oi'  for  that  matter.  sul)mitied  by  the  bankruptcy  judges 
in  su[)port  of  their  bill,  does  there  appear  any  documentary  evidence 
or  other  data  to  warrant  such  a  radical  change  in  the  substantive  law 
of  bankruptcy.  Certainly,  it  is  reasonal)le  to  ask  what,  in  fact,  has 
been  the  exj^erience  under  the  1970  dischargeability  law  ^ 

In  response  to  this  question.  I  oli'er  for  the  lecord  correspondence  I 
have  received  from  the  Chief,  Division  of  Bankruptcy,  Administrative 
Office  of  the  U.S.  Courts,  together  with  a  summary  of  a  survey  of  the 
effectiveness  of  the  1970  revisions.  The  information  is  based  on  re- 
Sj^onses  of  over  91  percent  of  bankruptcy  judges  presiding  during  the 
period  May  1.  1972  to  April  80,  1973.  The  survey  indicates  there  were 
S,o70  ap])lications  filed  under  section  17(c).  aiid  I  interject,  Mr.  Chair- 
man, that  that  would  represent  between  o  ))ercent  and  -i  percent  of  all 
l)ankru];tcies  filed  in  that  period.  Certainly  not  an  excessive  amount 
of  litigation.  Approximately  85  percent  of  these  8,300  applications 
concerned  alleo-edlv  false  written  financial  statements.  Sio-nificantlv. 
the  survey  reveals  that  the  decisions  reached  by  bankruntcy  courts 
concerning  dischargeability  of  such  debts  were  evenly  divided  between 
creditors  and  bankrupts. 

Several  conclusions  arise  from  the  data. 

First,  there  a])pears  a  significant,  continuing  need  to  protect  credi- 
tors who  reasonably,  and  in  good  faith,  rely  on  false  written  statements 
relating  to  the  financial  condition  of  a  borrower.  Under  the  existing 
law,  before  determining  nondischargeability.  the  court  also  must  find 
that  the  false  statement  was  issued  with  intent  to  deceive. 

Second,  the  data  suggest  that  today  there  is  a  workable  mechanism 
eft'ectively  to  protect  creditors  from  debtor  fraud  and  misrepresenta- 
tion. In  such  circumstances,  nondischai'geability  aj^pears  appropriate 
since  creditor  abuse  is  subject  to  judicial  scrutiny. 

Third,  existing  procedures  also  appear  to  protect  against  potential 
credtior  abuse  in  that  debtors  have  prevailed  where  creditors  are  un- 
able to  make  a  convincino-  showing  of  reliance  or  debtor  intent  to  de- 
ceive. In  such  cases,  the  bankruptcy  courts  have  determined  the  debt 
to  be  dischargeable.  The  ])oint  is.  the  determination  occurred  after  a 
hearing  on  the  merits,  not  by  legislative  fiat. 

It  is'also  appropriate.  Mr.  Cliairman,  to  call  attention  to  certain 
curious  inconsistencies  in  the  proposed  treatment  of  certain  debts 
obtained  through  fraud.  For  example,  the  Commission  bill  precludes 
dischargeability  of  nonconsumer  debts  obtained  bv  fraud,  false  ])re- 
tense,  false  representation  or  use  of  a  materially  false  statement  in 
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^viiting  respectiiio-  financial  condition,  whereas  the  same  elements  of 
i'rauJ  or  use  of  false  written  statements  when  obtaininfr  "consnmer 
debt,''  a  term  nowhere  defined  in  the  Commission  bill,  will  not  preclude 
(iischara'eability. 

On  the  other  hand,  debts  fii'ov.-ing  out  of  false  or  fraudulent  tax  re- 
turns are  expressly  nondischar«eable,  the  tax  debt  is  nondischargeable, 
and  penalties  arising  therefrom  are  also  nondischai'geable. 

Only  fraudulently  obtained  debts  incurred  on  the  eve  of  bank- 
ruptcy are  to  be  excepted  from  the  debtors  absolute  discharge  undei-  the 
Commission  bill,  or  are  such  debts  in  fact  nondischaigeable  ^  Does 
section  4-500 (a)  (2)  supersede  section  4— 506(a)  (3)  ?  Which  provision 
is  intended  to  prevail^  In  any  event,  why  sliould  a  fraudulently  ob- 
tained debt  incurred  89  days  before  bankruj)t cy  ])e  treated  any  differ- 
ently than  one  obtained  91  or  92  days  before  filing  the  petition? 

The  burden  of  the  creditor  under  existing  law  is  clear.  He  must  es- 
tablish reliance  on  the  false  statement  as  well  as  the  debtor's  intent  to 
deceive.  Given  that  Ijurden,  the  cases  have  divided  almost  evenly  be- 
tween creditor  and  debtor.  The  experience  seems  to  validate  the  effec- 
tiveness of  the  1970  dischargeability  procedure  and  justify  its  reten- 
tion. Clearly,  nothing  in  the  Commission's  report  counters  this 
experience. 

In  sum,  Ave  think  the  Commission's  recommendation  for  absolute 
discliarge  in  consumer  debtor  cases  is  inequitable,  unwise  and  not  sup- 
ported by  experience  under  existing  dischargeability  provisions.  ^lore- 
over,  the  recommendation  contained  in  the  judge's  bill  for  limiting  the 
exception  to  discharge  contained  in  section  4-506(a)(2)  to  fresh 
money  obtained  on  extensions  or  renewals  of  credit  suffers  from  similar 
defects.  It  ignores  the  effectiveness  and  equity  of  present  procedures. 

We  believe  the  Congress  should  permit  the  1970  dischargeability 
provisions  a  reasonable  time  to  operate  and  should  monitor  their  effect 
Isefore  undertaking  drastic  rcA'isions.  We  also  believe  it  imprudent  and 
unwarranted  to  reward  deliberate  misrepresentatiojis  that  creditors 
reasonably  rely  upon  before  extending  credit.  A  basic  issue  must  cer- 
tainly be  whether  the  Bankruptcy  Act  vrill  extend  its  remedies  to  dis- 
honest as  well  as  honest  debtors.  A  system  Avhich  reAvards  dishonesty 
is  not  compatible  with  the  consumer  credit  economy  nor  does  it  de- 
serve congressional  sanction. 

iVIr.  Chairman,  I  have  just  a  few  remarks  about  reaffirmation  before 
I  close.  Section  4-507  of  both  bills  precludes  enforcement  of  any  agree- 
ment reaffii-ming  or  rcA'iving  dischargeable  debts.  This  ])rohibition  is 
new  and  apparently  has  been  devised  to  assure  debtors  of  a  fresh  start 
under  the  Bankruptcy  Code.  However,  section  4-507(1))  carries  for- 
ward provisions  of  section  16  of  the  existing  act  making  it  clear  that 
a  discharo-e  does  not  alter  the  liability  of  codebtors,  guarantors,  sure- 
ties or  other  obligated  to  pay  the  debt.  We  suggest  that  the  Commis- 
sion's proposal  which  also  has  been  adopted  by  the  judges'  bill  pro- 
poses an  unwarranted  and  overly  harsh  interference  with  the  freedom 
of  contract  between  debtor  and  creditor. 

I  want  to  add  one  comment,  IMr.  Chairman,  with  respect  to  issues 
raised  yesterday  when  you  were  asking  witnesses  about  what  potential 
constitutional  questions  were  involved.  We  do  not  know  the  answer 
to  this,  but  we  note  that  on  the  effective  date  proposed  in  the  Connnis- 


208 

sion  bill  (18  months  following  enactment)  section  10-103 (a)  would 
apply  the  bill  retroactively  to  any  contract  recfardless  of  the  date  on 
which  it  was  executed;  on  tlie  elfcctive  date  preexisting  loans  would 
be  governed  by  the  changes  proposed  in  this  Bankruptcy  Act.  I  think 
that  raises  substantial  questions  of  due  process  insofar  as  reaffirmation 
is  concerned. 

Senator  Bfrdick.  "Would  not  tlie  same  thing  apply  under  Chapter 
X  and  under  Chapter  XI.  Does  the  same  thing  ajjpi}-  ? 

]Mr.  Zelexko.  I  am  not  sure  I  understand  what  you  mean  by  the 
same  thing  ? 

Senator  Burdick.  In  the  business  reorganizations  today,  do  they  not 
ever  abrogate  contracts  ? 

Mr.  Zelenko.  To  that  extent  they  raise  substantial  due  process 
questions  in  bankruptcy. 

Senator  Burdick.  That  happened  all  along,  did  it  not  ? 

]Mr.  Zelexko.  Not  when  you  are  abrogating  the  right  to  reaffirm. 

Senator  Burdick.  You  are  not  abrogating  it  completely,  but  j'ou  are 
changing  the  contract. 

Mr.  Zelenko.  There  may  be  a  question  of  degree  under  other  chap- 
ters. But  in  the  reaffirmation  area,  you  are  denying  the  effect  of  the 
contract  entirely.  You  are  not  postponing  rights. 

Mr.  Chairman,  it  raises  an  issue  which  appears  to  have  constitutional 
dimensions. 

Senator  Btjrdick.  All  right. 

Mr.  Zelexko.  Reaffirmation  can  have,  and  often  does  have,  sound 
public  policy  justification.  For  example,  a  debtor  may  want  to  protect 
a  coobligor  from  liability  or  he  may  want  to  ]:)rotect  collateral  or  honor 
a  moral  obligation  even  if  his  obligation  has  been  legally  extinguished. 
If  abuse  or  overreaching  is  a  problem,  we  submit  it  can  be  circum- 
scribed without  adopting  an  arbitrary  prohibition  of  all  reaffirmations. 

We  respectfully  suggest  that  the  remedy  pro]:!Osed  by  S.  235  and 
S.  236  drastically  exceeds  the  alleged  abuse.  Rather  than  propose  an 
absolute  ban  on  reaffirmation,  we  would  suggest  that  abuses  may  be 
])revenfed  by  a  mnnber  of  simple,  direct,  ameliorative  provisions.  For 
example,  any  reffirmation  or  renewal  agreement  of  a  dischargeable 
debt  should  be  subject  to  court  scrutiny  and  approval  if  it  is  allejred 
that  there  has  been  duress,  coercion,  harassment  or  fraud.  A  parallel 
provision  of  judicial  scrutiny  is  embodied  in  the  1970  dischargeability 
provisions. 

Second,  if  in  fact  there  is  fear  of  creditor  harassment,  we  would 
propose  that  a  debtor  be  allowed  a  coolinsf-off  period  in  which  to 
rescind  any  reaffirmation  ao-reement.  A  period  of  2  to  4  days  within 
which  to  reject  reaffirmation  should  protect  any  alleged  abuses  in  this 
area  without  deprivinfr  the  debtor  of  his  contractural  rights  and  the 
abilitv  to  protect  cooblicors  or  collateral. 

We  believe  that  these  tvpes  of  remedies  will  enable  adequate  pi^o- 
tection  for  creditor  and  debtor  alike,  and  still  assure  a  fresh  start  for 
a  debtor. 

We  appreciate  the  opportunity  to  appear  and  present  these  com- 
ments and  stand  readv  to  assist  the  subcommittee  and  its  staff  in  for- 
mul')tin<r  appropriate  legislation. 

Thank  you. 
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Senator  Burdigk,  I  tliank  both  of  you  gentlemen  for  your  contribu- 
tion this  morning.  I  have  a  few  short  questions  here.  You  suggest  that 
the  debtor,  either  one  can  answer,  that  the  debtor  could  be  protected 
on  these  reaffirmations  by  allowing  a  3-day  period  to  disaffirm  any  re- 
affirmation agreement.  If  a  man  had  been  subjected  to  duress  or 
threatening  conduct  of  any  kind,  do  you  tliink  it  should  be  niore  than 
3  days  to  wear  off  the  effect  of  that  kind  of  beliavior  i 

Mr.  TwiNEM.  If  you  assume  he  was  subject  to  harassment,  intimi- 
dation or  duress,  helloes  not  need  his  3-day  cooling  off  period.  He  can 
have  it  satisfied  by  the  bankruptcy  court. 

Senator  Burdick.  Maybe  he  was  under  emotional  strain,  or  some- 
thing— a  wife  in  the  hospital.  This  is  the  only  course  he  can  go.  and 
the  guy  is  thinking  a  week  later,  maybe  I  should  not  do  this.  Maybe  3 
days  is  not  long  enougii. 

Mr.  TwiNEM.  It  is  hard  to  say  whether  3  days,  5  days  is  the  right 
period  of  time.  We  have  suggested  3  days,  because  that  normally  would 
cover  the  usual  bankrupt.  He  has  a  chance  to  talk  it  over  with  his  wife 
again,  or  some  of  the  fiiends,  or  his  lawyer;  and  they  can  prompt  him 
as  to  Avhether  he  should  carry  through  with  this  agreement,  or  should 
have  it  set  aside,  which  he  can  do  on  a  very  ready  basis.  But  of  course, 
as  I  say,  under  coercion  and  intimidation  or  duress,  he  has  a  lawyer— 
or  at  least  we  hope  he  has  a  lawyer,  because  he  needs  advice  and  guid- 
ance not  only  before,  but  during  the  course  of  the  bankruptcy  proceed- 
threatening  conduct  of  any  kind,  do  you  not  think  it  should  be  more 
than  3  days  to  wear  off  the  effect  of  thait  kind  of  behavior  ? 
ings.  I  think  it  would  be  extremely  unfortunate  to  encourage  him  not 
to  have  a  lawyer,  his  own  private  counselor. 

Senator  Burdick.  That  is  the  trouble.  This  fellow  is  in  this  difficulty. 
He  really  cannot  afford  a  lawyer. 

Mr.  TwiXEM.  When  he  does  not  have  to  pay  his  other  debts,  he 
usually  is  in  a  position  to  have  a  lawyer.  That  has  been  no  real  obstacle, 
as  far  as  we  have  been  able  to  discover  in  the  past.  A  judge  will,  of 
course,  wat^h  the  bankruptcy  process  from  the  Chicago  point  of  view, 
wliere  they  have  these  bankruptcy  mill  lawyers  willing  to  put  anybody 
through  bankruptcy  for  $250.  $300.  One  lawyer  there  had  1,300  bank- 
ruptcy cases  a  year,  $260,000  worth  of  income  from  this  process,  and 
tliey  obviously  were  not  getting  the  kind  of  advice  and  guidance  from 
this  lawyer,  because  the  ready  and  easy  thing  for  him  to  do  was  shove 
him  into  straight  bankruptcy,  a  quick  process,  and  he  had  earned  his 
fee.  That  is  not  true  of  the  bar  as  a  whole,  and  we  should  encourage  a 
bankruptcy  bar  to  help  these  people  wlio  are  financially  distressed. 
Thev  need  the  very  best  guidance  as  to  what  form  of  relief  thev  should 
opt  for. 

Senator  Burdick.  You  suggested  if  a  debtor  is  improperly  influenced, 
that  he  can  go  to  court.  He  can  go  to  court  and  get  reaffirmation  thrown 
out.  There  again,  you  have  a  large  load  to  carry.  You  have  to  allege 
that  he  was  misinformed,  that  he  was  confused,  that  things  were  mis- 
represented. Of  course,  the  other  party  will  come  in  and  deny  it.  You 
have  a  fact  question  right  off  the  bat.  You  are  i]i  a  whirl  of  legal  con- 
flict for  a  man  who  has  just  been  discharged  from  bankruptcy  with  a 
great  deal  of  cost  at  the  time  this  happened.  I  am  trying  to  figure  out 
some  v.ay,  if  you  are  going  to  have  a  reaffirmation,  to  maJvC  sure  it  is 
immediate. 
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/  Mr.  TwixEM.  It  slipuld  not  be  of  great  legal  cost  to  the  bankrupt, 
MY.  Chairrnaji.  bcr-anse  ho  ali-eAdy  has  a  lawyer  avIio  has  the  responsi- 
bility to  represent  him  in  bankrui^tcy,  and  he  has  the  responsibility 
to  carry  through  in  opposing  a  reaffirmation  agreement  alleged  to  have 
been  incurred  by  duress.  Or.  also  from  our  practical  expei-ience,  the 
bankruptcy  judges  do  a  xevy  competent  job  in  protecting  the  bankrupt. 
They  almost  act  as  guardians  in  many  cases.  Some  of  them  today  have 
taken  the  law  in  their  own  hands,  and  developed  it.  They  say  you  cannot 
have  a  reaffiimation  without  our  appi'oval,  no  matter  how  it  is  obtained. 
That  is  not  the  law.  but  that  is  the  attitude. 

Senator  Burdick.  This  requires  a  factlindinii-  forum.  Suppose  a  man 
comes  to  your  house  at  12  o'clock  at  night.  Your  wife  is  in  bed,  the  kids 
are  crying.  If  you  do  not  sign  this  reaffirmation,  this  and  this  is  ^oing 
to  happen.  Tlie  man  brings  it  down  to  the  court,  and  finds  tliat  is  not 
true  at  all.  So  it  is  a  factfmding  forum.  He  has  already  paid  for  filiiig 
schedules  foi'  l)ankruptcy.  Is  the  lawyer  going  to  say,  this  is  a  part 
of  the  original  contract  ?  I  would  say  not. 

^Ir.  T^vixEM.  I  would  suggest  tliat  the  creditor  is  in  real  trouble  if 
he  comes  around  at  midnight,  gets  him  out  of  bed.  He  is  not  only  con- 
fronted'  with  the  problems  in  bankruptcy,  he  is  confronted  with  a  lot 
of  other  pioblems  now.  Provisions  have  been  enacted  to  protect  debtors 
from  impi'oper  coercive  collection  practices. 

Senator  Buhdtck.  Srippose  he  comes  around  at  ,5  o'clock? 
]Mr.  TwiXEM.  Well,  I  say  5  o'clock  in.tlie  afternoon  is  a  more  reason- 
able time  than  12  o'clock  at  night.  I  certainly  agree  on  that. 

]\rr.  Zelexko.  If  I  may  add,  Mr.  Chaii-man.  the  concept  of  the  cool- 
ingoff  period  has  been  used  in  other  credit  transaction  areas.  It  is  also 
appropriate  here,  we  think.  The  amount  of  time  presents  a  question  of 
policy  for  the  Coneress.  It  should  be  a  reasonable  amount  of  time.  It 
cannot  be  a  month.  But  perhaps  3  days  is  too  short. 
Senator  Burdick.  Why  could  it  not  be  a  month  ? 
]Mr.  Zelex^ko.  That  presents  a  hard  question,  ]Mr.  Chairman.  There  is 
no  statutory  coolingoff  period  of  which  we  are  aware,  with  respect  to 
credit  ti-ansactions,  that  involves  that  long  a  period  of  time.  There  has 
to  be  some  degi'ee  of  ceilainty  from  the  creditor's  point  of  ^iew,  too.  A 
month  seems  like  an  excessive  amount  of  time  to  leave  m.atters  uncer- 
tain. What  would  be  a  fair  amount  of  time  is  a  matter  to  which  w-e 
would  like  to  give  some  thought,  and  look  at  some  other  experiences, 
too.  There  are  State  laAvs  on  cooling  off  periods.  There  are  also  Federal 
laws  on  real  estate  transactions  providing  coolingoff  periods  to  per- 
mit a  fair,  sober,  unhurried  judgment  on  the  part  of  the  prospective 
purchaser.  That  is  what  we  both  want. 

Mr.  Tv.'ixem.  Another  thing  that  wp  miolit  oi)perve.  Suppose  you 
were  to  grant  him  a  month  for  a  coolingoff  period.  What  is  the  creditor 
going  to  do  in  that  instance,  if  he  has  a  comaker  ?  He  is  o-oing  to  say.  we 
are  not  going  to  fool  around  and  wait  for  a  month  to  find  out  whether 
you  are  going  to  disaffirm.  We  are  goirig  after  the  comaker  now.  New- 
credit  rights.  I  think,  created  by  the  reaffirmation  agreement — he  may 
owe  a  pavmcnt  on  his  oblitration  vrithin  10.  20  or  so.  many  days  aftei- 
the  reaffirmation  agreement,  and  the  creditor  is  not  going  to  be  willing 
to  sit  back,  in  many  cases,  to  wait  and  find  out  whether,  at  the  end  of 
r,0  daTS.  the  fellow' has  changed  his  mind.  So  I  think  that  is  the  hard, 
practical  matter. 
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Senator  Bukdick.'  I  understand  that.  I  am  just  talking  about  the  ex- 
ceptional situation.  I  am  sure,  in  most  cases  with  the  reafRrniation,  you 
have  a  man  who  understands  his  rights,  and  he  is  going  to  protect  his 
buddy  next  door,  who  will  cosign  with  him.  AVhatever  the  period  is,  1 
am  sure  most  creditors  ^vould  wait  until  the  time  elapsed  before  he 
n:ioved.  It  is  the  better  part  of  wisdom.  Why  would  they  go  into  a  lavv-- 
suit,  because  this  fellow  is  going  to  go  with  it  ?  I  think  it  would  be  an 
exceptional  case  where  he  tries  to  get  out  of  it.  That  is  just  my  obser- 
vation ;  I  do  not  know. 

As  I  suggested  to  the  witness,  I  might  ask  Counsel  what  he  thinks 
of  the  ideaof  having  a  bankruptcy  judge  approval  at  any  time — one 
dav,  two  days. 

]Mr.  Zfxenko.  T  would  ask  ]\Ir.  Twinem  to  speak  more  extensively 
on  this,  Mr.  Chairman.  I  think  that  we  do  not  need  the  courts  in  the 
position  of  cliecking  each  credit  transaction.  I  do  not  see  that  as  an  ap- 
propriate function  of  the  court.  I  also  think  it  is  a  burden,  I  think  in 
many  cases  it  is  unworkable,  because  the  court  is  not  that  convenient. 
In  many  parts  of  the.  country  going  down,  checking  and  getting  court 
ap})roval  before  a  credit  transaction  would  go  forward  would  be  a 
birrden  to  debtor  and  court  alike. 

Senator  Burdick.  Let  me  give  you  a  scenario.  The  bankrupt  goes 
up  to  the  judge  and  says,  look,  do  you  want  me  to  sign  this?  I  have 
signed  it.  He  says.  okay.  He  says,  is  that  what  you  want  to  do?  Yes, 
line. .Have  .you  .not  removed  all  question  of  doulit  about  it? 
■'  Mr.  TwixF.M.  That  is  a  very  simple  process  that  you  have  recited.  Mr. 
Chairman.  That  normally  would  not  be  the  way  it  works,  in  my  opin- 
ion, because  if  the  judge  has  to  approve  it,  normally  that  calls  for  a 
hearing,  and  it  calls  for  witnesses,  and  it  takes  a  lot  of  time. 

Senator  Burdick.  It  just  goes  to  the  bankrupt  himself.  The  judge 
would  ask  the  bankrupt,  is  it  okay  with  you?  That  is  all  it  takes.  It 
does  not  take  any  witnesses. 

]Mr.  TwiNEM.  It  might  take  just  that.  It  might  also  take  a  call  for 
a  hearing,  because  a  creditor  does  not  know  what  the  bankrupt  is  going 
to  say  at  this  hearing.  So  he  has  to  come  prenared,  with  his  witnesses, 
to  refute  auv  statemen.t  of  coercion  or  intimidation. 

Senator  Burdick.  I  am  basing  this  on  approval  by  the  judge.  There 
is  no  reaffirmation  if  the  judge  approves  it,  and  only  one  person  makes 
the  approval. 

]Mr.  Twinem.  The  judge  to  approve  it  must  have  some  kind  of  a 
hearing. 

Senator  Burdick.  No;  all  he  needs  is  the  man  who  is  now  reaffirm- 
ing a  debt,  that  he  does  not  have  to  reaffirm.  There  is  only  one  man 
involverl :  that  is  the  debtor. 

^\r.  Twinem.  From  the  practical  standpoint,  the  way  pome  of  the 
bankruptcy  judges  are  treating  it  today,  as  soon  as  thev  hear  about 
a  reaffirmation  or  proposed  reaffirmation,  they  sav,  I  wan^  to  have  a 
hearina'  on  this  to  determrine  whether  this  is  desirable  and  truly  vol- 
untary. 

Senator  Burdick.  To  me,  there  is  only  one  party  involved,  the  debtor. 
He  Pan  either  say  ves.  or  no.  I  want  it. 

^U\  TwivEM.  I  thiuk  the  creditor  is  involved,  too.  and  roneerned. 

Senator  Burdick.  Xo:  not  if  we  adopt  the  procedure  lilcc  this. 
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Mr.  Zelenko.  Mr.  Chairman,  the  only  point  that  we  would  raise, 
thouorh;  if  reaffirmations  are  voluntarily  entered  into,  do  not  involve 
a  question  of  abuse,  the  hearing  or  a  request  for  approval  l)y  the  court 
is  superfluous. 

Senator  Burdick.  I  am  suggesting  a  provision  that  no  reaffirmation 
sliall  be  valid  unless  it  is  approved. 

Mr.  Zelexko.  We  are  suggesting,  miless  there  is  an  allegation  of 
fraud,  duress,  overreaching,  that  court  approval  in  every  reaffirmation 
case  unnecessarily  burdens  the  court  in  all  these  credit  transactions, 
and  sets  an  unworkable  precedent. 

Mr.  TwixEM.  Mv.  Chairman,  I  do  not  think  it  should  be  an  ex  parte 
blearing,  just  a  bankruptcy  judge  to  hear  the  bankrupt.  I  know  how  a 
good  many  of  the  bankruptcy  judges  operate  today.  If  you  had  an  ex 
parte  hearing,  the  judge  will  spend  a  good  part  of  his  time  trying  to 
persuade  the  bankru]it  not  to  reaffirm. 

Senator  Burdick.  Xow.  you  have  another  point,  if  that  is  the  case. 

Mr.  TwiNEM.  It  is  the  truth. 

Senator  Btjrdick.  Do  you  agree,  in  general,  with  the  Commission's 
proposal  that  there  be  a  formal  separation  of  judicial  and  administra- 
tive functions  formerly  under  the  act,  and  a  personnel  format? 

Mr.  TwiNEM.  Yes.  we  do.  Mr.  Chairman.  But  we  do  not  ngvee  that  a 
separate  bureau  should  be  established  to  handle  the  administrative 
process.  "We  think  that  the  administrative  i^rocess  can  be  handled 
through  the  administrative  office  of  the  U.S.  courts  with  a  special 
liaiikruptcy  division,  with  proper  rulemaking  power  by  the  Judicial 
Confei-ence  of  the  United  States  so  they  can  establisli  rules  that  they 
can  enforce. 

Senator  Burdick.  All  they  need  then  is  an  extra  desk? 

Mr.  TwiXEM.  I  don't  doubt  that  that  might  ])e  sufficient.  I  think  that 
is  the  way  to  handle  it  rather  than  establish  a  very  exjTensive  new 
bureau. 

Senator  Burdick.  This  does  not  defeat  the  suggestion  of  administra- 
tive handling  of  the  matter. 

^Ir.  TwiXEM.  Yes. 

Senator  Bit^dick.  You  expressed  a  fear  tliat  by  encouragin<T  a  debtor 
to  pi'oceed  in  bankruptcy  that  some  of  these  things  mi2:ht — if  I  under- 
stand your  testimony — be  a  srreat  increase  in  bankruptcies. 

Do  you  have  any  empirical  evidence  that  the  advice  given  debtors  by 
their  attorneys  have  reduced  the  number  of  consumer  bankruptcy 
petitions? 

Mr.  Tavinem.  Well,  no,  we  have  not.  That  would  be  a  rather  difficult 
pi'ocess  and  matter  of  statistics  to  establish.  It  is  a  confidential  matter 
between  tlie  debtor  and  his  attorney.  We  do  not  want  to  know  how 
tlie  attorney  is  counseling  him.  but  we  do  know  in  many  instances 
that  attorneys  have  referred  clients  to  counselinsr  services.  We  do 
know  of  many  insttmces  where  tho  attorney  has  undertakeii  to  inter- 
cede on  belmlf  of  the  debtor  to  adjust  liis  obligation.  We  do  not  have 
emi^irical  data,  wliicli  I  tliink  should  have  been  assembled  by  the 
Bankruptcy  Commission. 

Senator  Burdick,  If  some  of  these  proi:)Osals  were  adopted,  would 
not  debtors,  in  ordei'  to  avoid  attorneys  fees,  turn  to  such  groups  as 
the  American  bankruptcy  council  for  advice?  I  do  not  know  who 
they  are.  but  I  think  you  have  groups  like  that. 
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The  question  is.  would  i(  be  profitable  to  linvo  a  bankrupt  receive 
advice  froiu  the  court  administrator  rather  than  a  o-roup  such  as  the 
American  Bankruptcy  Council — that  I  know  nothino-  about — or  other 
]ieople  (  l)o  you  not  think  in  most  cases  tho  administrator  in  a  no-asset 
case  would  have  as  much  information  as  one  of  these  groups? 

Mr.  T^^^XEM.  As  the  Commission  bill  proposes,  the  Administrator 
would  be  of  civil  service  status.  He  would  not  be  a  lawyer.  I  do  not 
Ihink  that  is  the  right  person  to  advise  a  debtor  of  the  type  of  relief 
that  he  should  select.  I  think  the  proper  person  to  advise  him  is  the 
bankruptcv  judge  himself.  If  he  lias  counsel.  I  still  thinlv  the  bank- 
ruptcy judire  sliould  inquire  as  to  whether  he  has  been  advised  b}^  his 
attorney  of  the  possible  alternative  forms  of  relief.  The  judge  is  a 
lawyer;  I  think  he  is  in  a  better  position  to  inquire  of  the  bankrupt 
than  anvbody  else,  and  I  think  if  a  judge  undertook  that  seriously, 
Ave  would  have  more  responsible  bankruptcy  lawyers  too,  rather  than 
law^^ers  who  treat  their  client  in  too  casual  a  manner  in  many  cases. 

Senator  Burdick.  The  creditor's  i-ight  would  not  be  affected,  because 
at  any  moment  they  can  move  to  have  the  matter  referred  to  a 
trustee. 

^Ir.  TwixE?,r.  I  do  not  think  in  most  cases  there  is  anything  for  the 
trustee  to  do. 

Senator  I^uedtck.  That  is  my  point.  In  most  cases  there  is  not  much 
for  a  lawyer  to  do. 

Mr.  TwixEjr.  There  is  lots  for  a  lawyer  to  do.  First  he  advises  the 
debtor  to  wliat  form  of  I'elief  he  should  have.  Second,  during  the  course 
of  the  p).'oceedi]ig  he  should  be  there  to  guide  and  pi'otect  him ;  he 
should  be  there  when  we  have  the  reaffirmation  agreement.  He  should 
be  there  wlien  we  try  to  set  up  security  rights  and  interests,  and  so 
forth.  He  has  a  real  position  there,  and  sometimes  he  is  not  discharg- 
ing that  obligation.  Somehow,  somewhere,  we  should  find  a  way  to  en- 
courage a  lawyer  to  undertake  and  discharge  those  responsibilities. 

Senator  Bfrimck.  "We  had  testimonv  just  to  file  the  schedules  in 
tliose  simple  types  of  bankruptcy  work,  the  fees  ran  about  $300  for 
that  stei)  alone, 

^Ir.  TwTNEM.  I  think  that  is  probably  true  in  a  number  of  cases,  and 
I  think  that  is  unfortunate. 

Senator  Burdick.  The  additional  steps  would  be  another  couple  of 
hundred  dollars. 

]Slr.  Tv/ixEM.  T  do  not  think  it  would  if  you  developed  a  competent 
bankruptcy  bar  and  all  those  who  specialized  in  representing  consumer 
bankruptcy  the  way  we  have  lawyers  who  specialize  in  representing 
business  reorganizations  and  so  forth. 

Senator  Bi'rdick.  For  Mr.  Zelenko's  benefit.  T  am  not  trying  to  put 
down  the  laAvyers  here  tins  morning.  I  am  just  talking  about  a  social 
problem  we  have  and  the  best  way  to  meet  it. 

]Mr.  Zelexko.  ]Mr.  Chairman,  I  am  reminded  of  the  Criminal  Justice 
Act  wherein  the  Congress  confronted  the  question  of  how  best  to  pro- 
vide representation  for  indigents.  The  proposal  that  there  be  a  full- 
time  Government  attorney  representing  both  sides  of  a  criminal  case 
was  a  distasteful  thing.  It  is  akin  to  suggesting  in  the  filino-  of  tax 
returns  that  Govei-nment  employees  of  the  lES  advise  tax]^avers  on 
how  to  fill  out  their  returns,  then  later  look  at  those  returns  and  deter- 
mine whether  or  not  more  taxes  are  due  and  owino-. 
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There  is  a  danger,  we  think,  of  confusing  the  need  for  advice — 
economical  advice — with  the  important  need  that  there  be  a  separate 
private  counsel  to  the  bankrupt  who  is  advising  him  of  the  conse- 
quences, which  are  very  serious  consequences  today  and  wnll  remain  so, 
I  suspect,  of  going  through  a  bankruptcy  proceeding.  If  there  is  some 
other  wav  of  assuring  a  debtor  of  economical  legal  advice,  I  think  that 
is  far  preferable. 

Senator  Burdick.  We  are  on  the  same  wavelength. 

^Ir.  Zelexko.  We  agree. 

Senator  Burdick.  What  is  the  best  and  most  economical  way  to 
do  it? 

IMr.  Zelexko.  The  danger  of  the  Commission  bill  is,  Mr.  Chairman, 
of  mixing  both  administrative  and  adjudicatory  functions.  That  is 
the  most  distasteful  aspect.  The  question  is  really  to  examine  what 
other  alternatives  are  available.  If  there  is  a  way  of  subsidizing  legal 
ndvice  in  bankruptcy,  or  a  way  of  setting  fair  legal  fees  in  bankruptcy, 
that  is  preferable  to  having  a  civil  service  employee  act  as  the  debtor's 
counsel. 

Senator  Burdick.  Tliere  are  these  organizations  around  tliat  are  giv- 
injx  people  advice  for  filing  bankruptc}',  are  there  not  ? 

]\Ir.  TwixEM.  Yes,  there  are. 

Senator  Burdick.  It  might  not  be  the  best  advice  either. 

Mr.  TwixEM.  Yes;  right.  Mr.  Denenberg  has  prepared  a  16-page 
bankruptcy  guide.  I  think  your  staif  has  a  copy  of  it ;  it  was  intro- 
duced in  Mr.  Wiese's  statement  yesterday.  There  is  a  bankruptcy 
council  in  California  tliat  undertakes  to  advise:  they  have  been  sub- 
ject to  the  scrutiny  of  the  California  Bar  Association  as  to  whether 
they  are  engaged  in  the  authoiized  practice  of  law.  I  think  it  is  un- 
fortunate that  many  of  these  guides  have  been  issued  which  really 
misguide  debtors. 

Senator  Burdick.  This  is  the  problem.  ^Ir.  Zelenko  and  one  we  will 
be  addressing  ourselves  to.  That  is,  not  falling  in  the  clutches  of  dis- 
reputable people.  Getting  good  counseling  is  something  that  we  would 
like  to  have.  How  best  to  do  it,  we  are  not  quite  sure  in  this  case. 

Mr.  TwixEM.  Another  advantage  in  having  private  counsel — if  you 
are  interested  in  encouraging  the  use  of  Chapter  XIII  or  the  use  of 
Chapter  VI  or  plans  for  persons  with  regular  income — you  have  a 
better  chance  of  esta])1is]iing  this  through  private  counsel  if  a  pro- 
gram is  properly  undertiken.  We  tried  for  a  long  time  and  were  suc- 
cessful for  cei-taiu  pei'iods  of  time  in  encouraging  the  use  of  Chapter 
XIII.  l)ut  it  is  a  real  undertaking  to  do  that.  You  have  to  have  the 
support  and  the  real  interest  of  the  1)anlvruptc,y  judge;  you  have  to 
Iiave  the  support  of  a  competent  trustee  who  is  able  an,d  willing  to 
handle  the  Chapter  XIII  cases;  and  you  have  to  have  the  sympathy 
and  the  knowledge  of  a  competent  bankruptcy  bar. 

You  have  a  three-fold  area  of  effort  there  perha]^s  to  ]>e  developed. 

Senator  Burdick.  Would  you  feel  more  comfortaide  about  this  sec- 
tion if  the  administrator  had  legal  training? 

Mr.  Twix'EM.  I  do  not  think — no,  I  do  not  believe  so.  I  would  think 
it  would  be  better  than  a  civil  service  employee,  yes,  but  I  would 
think  you  aiivady  ha\e  a  bankru|)tcy  judge  if  you  are  "[oiug  to  leave 
it  in  the  judiciary.   I   Avould  certainly   recommend  that  he  is  the 
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proper  person  to  inquire  as  to  whether  the  fellow  has  been  advised 
as  to  his  legal  rijrhts,  and  it  is  a  very  simple  process.  After  the  lawyer 
has  been  embarassed  a  little  bit  by  an  examination  thron<2:li  a  bank- 
ruptc}^  j^idge,  he  is  g:ointr  to  be  a  little  more  careful  in  the  future 
about  his  advice  and  guidance  to  distressed  debtors  that  come  to  him 
for  guidance. 

Senator  Burdick,  As  I  said  l)ofore,  I  think  VsC  are  both  avrare  of 
tlie  problem.  The  question  is  what  would  be  the  best  thing  to  do  here? 
Thank  you  very  nuich. 

Mr.  Steinbach,  if  you  have  a  prepared  statement  it  will  be  made 
a  ])art  of  the  record  at  this  time. 

[The  prepared  statement  of  Sheldon  Steinbach.  American  Council 
on  Education  joined  by  American  Association  of  Community  and 
Junior  Colleges,  American  Association  of  State  Colleges  and  Uni- 
versities, Association  of  Jesuit  Colleges  and  ITniversities,  National 
Association  of  Student  Financial  Aid  Administrators,  National 
Catholic  Education  Association  follows:] 

Prepared  Statement  of  Siieldox  Steinbach,  American  Council 

ON  Education 

Mr.  rii;;innan  and  Members  of  the  Subcommittee:  I  am  Sheldon  Steinbach, 
Staff  Counsel  and  Assistant  Director  of  Governmental  Relations  of  the  American 
Council  on  Education.  I  appear  here  today  on  behalf  of  my  own  association  and 
those  higher  education  associations  noted  on  the  cover  sheet  of  my  written 
statement. 

The  American  Council  on  Education,  an  association  of  179  national  and 
realonal  educational  associations  and  of  1,386  institutions  of  higher  education 
throughout  the  United  States,  has  si>eciflc  interest  in  clause  (8)  of  section  4- 
.~0(5(a)  proposed  by  the  Commission  on  the  Bankruptcy  Law  of  the  United 
States.  Tliis  section  would  suspend  discharge  of  educational  loan  deljts  for  o 
years  provided  that  "undue  hardship"  is  not  imposed  on  the  debtor. 

Present  law  excepts  educational  debts  from  discharge  only  where  the  debtor 
lias  obtained  the  loan  through  fraudulent  representation  of  his  financial  eondi- 
titin.  In  recent  years  there  has  been  a  noticeable  increase  in  student  baidvruptcies. 
In  testimony  delivered  two  weeks  ago,  U.S.  Commissioner  of  Education  Bell 
stated  that  student  loan  bankruptcies  have  grown  "from  1,342  totalling  $1.6 
million  in  FY  1972  to  2,914  totalling  Xi.S  million  in  FY  1974."  One  should  note, 
however,  that  as  a  percentage  of  total  defaults,  iiankruptcies  are  still  a  relatively 
small  part  of  the  problem,  although  with  the  wor.sening  economic  situation  and 
the  increasing  numbers  of  students  who  have  taken  out  loans  over  the  past  decade, 
it  may  be  anticipated  tliat  the  incidence  of  personal  bankruptcy  involving  educa- 
tion loans  will  substantially  increase. 

There  has  been  nuich  comment  in  tlie  press  in  recent  months  concerning  stu- 
dents who  have  discharged  their  obligation  to  repay  educational  loans  under  the 
Guaranteed  Student  Loan  Program  by  declaring  personal  bankruptcy.  It  is 
asserted  by  some  writers  that  the  increase  in  student  bankruptcies  is  motivated 
in  sul)stantial  part  liy  the  desire  to  avoid  payment  of  educational  loan  debts. 
Aside  from  the  citation  of  specific  horror  stories,  the  general  student  and  post 
giaduation  bankruptcy  picture  is  unclear  as  to  what  are  the  real  circumstances 
and  motivations  l^ehind  the  indiviflual  actions  taken. 

It  is  our  position  that  the  proposed  statutory  amendment  for  a  limited  dis- 
chargeability of  education  loans  is  an  equitable  and  flexilile  solution  to  a  complex 
situation.  Sii.-pending  dischargeability  of  educational  debts  for  .5  years  pre.sents 
a  realistic  time  frame  for  meeting  and  enforcing  obligations. 

Barring  educational  debts  fi-om  discharge  during  the  in-school  period  and  the 
first  five  years  of  repayment  will  erect  a  necessary  barrier  to  graduates  and  drop- 
outs who  deliberately  .seek  to  dissolve  their  repayment  obligations  at  a  time 
when  their  assets  are  at  a  minimum.  Even  though  students  will  continue  to 
default  on  loans,  some  losses  may  be  recovered  under  tlie  proposed  amendment 
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wliereas  they  would  be  totally  discharged  in  a  bankruptcy  proceeding  under 
present  law. 

The  option  of  discharge  within  5  years  where  the  debtor  can  demonstrate 
"imdue  hardsliip"  provides  a  useful  additional  safeguard.  This  provision  if  .sup- 
ported by  tlie  report  language  of  the  Commission  will  enable  referees  to  dis- 
tinguish between  individuals  who  have  contrived  to  secure  an  unjust  enrichment 
through  the  ojteration  of  the  bankruptcy  law  and  tho.se  who  have  realistically 
fallen  on  hard  times  and  who  deserve  the  benefits  of  the  general  "fresh  start" 
policy  of  the  Act. 

In  our  view,  the  proposes!  statutory  solution  would  help  ensure  equitable  treat- 
ment of  debtors  and  creditors,  and  provide  a  necessary  underpinning  for  c:>n- 
tinued  public  and  Congres.sional  support  of  educational  loan  programs.  We  sup- 
I'ort  its  inclusion  in  any  bankruptcy  reform  legi.slation  which  the  committee  may 
develop. 

STATEMENT  OE  SHELDON  STEINBACH.  ASSISTANT  DIRECTOR  OF 
GOVERNMENTAL  RELATIONS,  AMERICAN  COUNCIL  ON  EDUCA- 
TION 

Mr.  Steinbacii.  I  am  Sheldon  Steinbach.  staff  counsel  and  assistant 
director  of  Governmental  Kelatjons  of  the  American  Council  on  Edu- 
cation. I  appear  here  today  on  behalf  of  mv  own  association  and  those 
]iio-her  education  arsociations  noted  on  llie  cover  sheet  of  my  written 
statement. 

The  American  Council  on  Education,  an  association  of  170  national 
and  regional  educational  associations  and  of  1.386  institutions  of 
hiarher  education  tlircuirhout  the  United  States,  has  specific  interest  in 
clause  (8)  of  section  4-50(5 (a)  proposed  by  the  Commission  on  the 
Bankruptcy  Law  of  the  United  States.  This  section  would  suspend 
discliaro^e  of  educational  loan  del)ts  for  5  years  provided  that  undue 
hardship  is  not  imposed  on  tlie  debtor. 

Pi-esent  law  excepts  educational  debts  from  dischar<2:e  only  where 
the  debtor  has  obtained  the  loan  through  fraudulent  representation  of 
his  financial  condition.  In  recent  years  there  has  been  a  noticeable  in- 
crease in  student  bankruptcies.  In  testimonv  delivered  2  weeks  ago, 
U.S.  Commissioner  of  Education  Bell  stated  that  student  loan  bank- 
ruptcies have  grown  "from  1.342  totaling"  $1.0  million  in  fiscal  vear 
1072  to  2,014  totaling  $3.8  million  in  fiscal  year  1074.''  One  should 
note,  hoAvever,  that  as  a  percentage  of  total  defualts,  bankruptcies  are 
still  a  relatively  small  part  of  the  problem,  altliougli  with  the  worsen- 
ing economic  situation  and  the  increasing  numbers  of  students  who 
have  taken  out  loans  over  tlie  past  decade,  it  may  be  anticipated  that 
the  incidence  of  personal  bankruptcy  involving  education  loans  will 
substantially  increase. 

There  has  been  much  comment  in  the  press  in  recent  months  con- 
cerning students  who  have  discharged  their  oljligation  to  repay  educa- 
tional loans  under  the  guaranteed  student  loan  program  by  declaring 
personal  bankru]3tcy.  It  is  asserted  by  some  writers  that  the  in- 
crease in  student  bankruptcies  is  motivated  in  stibstantial  part  by  the 
desire  to  avoid  payment  of  educatioiial  loan  debts.  Aside  from  tlie  cita- 
tion of  specific  horror  stories,  the  general  student  and  post  graduation 
bankruptcy  picture  is  unclear  as  to  what  are  the  real  circumstances 
and  motivations  behind  the  individual  actions  taken. 

It  is  our  position  that  the  proposed  statutory  amendment  for  a  lim- 
ited discluir/reability  of  education  loans  is  an  equitable  and  flexible 
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solution  to  a  complex  sitiuilion.  SiispeiKliiijr  dischargeability  of  edu- 
cational debts  for  5  years  presents  a  realistic  rime  frame  for  meeting 
and  enforcing  obligations. 

]-iarring  educational  del)ts  from  discharge  during  the  in-school  pe- 
riod and  the  first  5  years  of  repayment  will  erect  a  necessary  barrier  to 
graduates  and  dropouts  who  deliberately  seek  to  disso\de  their  repay- 
ment obligations  at  a  time  v.dien  their  assets  are  at  a  minimum.  Even 
though  students  will  continue  to  default  on  loans,  some  losses  may  be 
ii'covered  under  the  propor-ed  auiendn:ient  wheieas  they  would  be  to- 
tally discharged  in  a  bankruptcy  proceeding  under  present  law. 

The  option  of  cliscliarge  within  5  years  where  the  debtor  can  demon- 
strate "undue  hardship"  provides  a  useful  additional  safeguard.  This 
proAHsion  if  supported  )n'  the  report  language  of  the  Commission  will 
enable  referees  to  distinguish  between  individuals  wlio  have  contrived 
to  secure  an  unjust  enrichment  through  the  operation  of  the  bank- 
ruptcy law  and  those  who  have  realistically  fallen  on  liard  times  and 
who  deserve  the  benefits  of  tlie  general  '"fresh  start""  policy  of  the  act. 

In  our  view,  the  proposed  statutory  solution  would  help  insure 
e(|ui table  treatment  of  debtors  and  creditors,  and  provide  a  necessary 
underpinning  for  continued  public  and  congressional  support  of  ed- 
ucational loan  programs.  We  support  its  inclusion  in  any  bankruptcy 
reform  legislation  which  the  committee  may  develop. 

Mr.  Chairman.  I  think  it  might  be  helpful  to  outline  in  two  or  three 
]>aragraphs  the  Federal  student  loan  piogiams  that  v.e  are  talking 
about.  They  are  reasoi^ably  complex  in  their  makeup,  and  I  will  try 
to  give  you  some  of  the  backgroimd  as  to  how  they  came  about  and 
the  general  provisions  governing  them. 

In  the  post-Sputnik  Federal  legislative  flurry  of  1958,  Congress 
l>assed  the  Xational  Defense  Eduaction  Act  which  embodied  in  title 
TI  a  new  prograni  of  student  loans  taking  its  name  from  the  title  of 
the  act.  It  became  in  the  Higher  Education  Act  of  1965  the  national 
direct  student  loan  program.  The  thrust  of  Federal  intent  in  this  act 
was  to  enable  colleges  and  universities  to  help  needy  students  make  up 
the  monetary  difference  between  their  financial  needs  and  their  educa- 
tional Costs. 

Institutional  loan  funds  were  initiated  by  a  90  percent  Federal  capi- 
tal contribution  with  the  renuiining  10  percent  provided  by  the  appli- 
cant institution.  The  determination  of  loan  amounts  as  well  as  their 
collection  were  responsibilities  assumed  by  the  institution.  The  limi- 
tations OP.  student  borrowing  during  the  undergraduate  years  is  $5,000. 
For  graduate  and  professional  students,  the  total  is  $10,000  including 
undergraduate  loans. 

Repayment  begins  9  months  after  the  borrower  ceases  at  least  half- 
time  study  and  extends  over  a  10-year  j^eriod.  Liberalizing  amend- 
ments to  the  national  direct  student  loan  program  over  the  years  have 
provided  for  cancellation  of  loan  repayments  for  individuals  who  take 
up  public  school  teaching  as  a  career.  Given  these  pro\'isions.  along 
with  the  low  interest  rate  of  3  percent  foUovv'ing  cessation  of  study 
and  zero  interest  while  eni'olled,  student  borrowers  have  received  a 
substantial  Federal  subsidy  under  the  XDSL  provisions. 

A  new  form  of  Federal  incentive  for  student  borrowino:  to  finance 
postsecondary  education  came  in  1965  through  title  4(b)  of  the  Higher 
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Education  Act.  In  tlie  guaranteed  student  loan  program,  the  Federal 
Government  entered  a  cliti'erent  lendino-  market,  that  of  the  commercial 
banks  via  guarantees  oi'  regular  l:)ank  loans  to  students  at  interest 
rates  not  to  exceed  7  percent.  In  the  States  so  clioosing  a  State  loan 
agency  insures  the  loan  with  an  80  percent  Federal  guarantee  of  re- 
payment against  student  failure  to  repay.  In  tlie  case  of  States  without 
a  loan  agency,  banks  or  institutions  that  qualify  as  lenders  nn  directly 
insured  by  the  Federal  (rovermnent  with  a  100  percent  Federal  guar- 
antee of  repaymoit,  plus  Federal  interest  payments  while  the  student 
was  in  school.  This  aspect  of  the  guaranteed  loan  program  is  some- 
times referred  to  as  the  federally  insured  student  loan  program. 

Students  under  this  program  may  borrow  u}>  to  $2,500  per  academic 
year  with  a  limit  $7,500  for  undergraduates  and  SIO.OOO  for  graduate 
students.  Repayment  begins  9  to  12  months  after  graduation  or  with- 
drawal from  the  institution  and  extends  over  a  5-  to  lO-j^ear  period. 
The  guaranteed  student  loan  has  become  the  largest  single  student  aid 
program  in  the  nation,  having  insured  over  6  million  stiident  loans  by 
1974. 

In  combination  these  two  major  federally  supported  student  loan 
i:)rograms  have  become  the  nucleus  of  the  Federal  student  aid  complex. 
That  is  the  basic  picture  of  the  student  loan  programs  that  we  are 
concerned  about,  and  our  position  with  regard  to  the  potential  non- 
discharge  of  bankruptcy  as  advocated  by  the  Commission  on  the  bank- 
ruptcy laws  of  the  United  States. 

I  will  be  happy  to  respoiid  to  any  questions  that  you  may  have  con- 
cerning our  statement. 

Mr.  BuRGUM.  Thank  you  very  much,  ]Mr.  Steinbacli.  We  will  have 
questions  in  just  one  moment. 

It  is  very  important  to  have  your  answers  to  these  questions.  In  your 
opening  statement  you  noted  that  the  number  of  student  bankruptcies 
has  doubled  in  th.e  past  2  years.  Are  you  aware  of  any  projections  for 
the  future  as  to  the  n.umber  of  student  loan  bankruptcies  that  can  be 
anticipated  ? 

]Mr.  Steinbach.  It  is  very  hard  to  anticipate,  Mr.  Burgum,  what  the 
future  will  bring  in  this  area.  All  we  can  do  is  speculate.  Based  on  the 
dramatic  increase  over  the  past  2  years,  we  can  anticipate  that  this  will 
become  an  increasing  phenomenon.  This  is  bolstered,  I  think,  by  noting 
the  general  economic  situation  that  we  are  presently  in  and  the  fact 
that  college  graduates  are  having  increasing  difficulty  in  securing  em- 
ployment. 

I  think  that  many  students  following  graduation,  who  will  be  con- 
fronted with  repayment  of  their  educational  loans,  may  seek  the  per- 
sonal bankruptcy  route  which  is  presently  available  to  them  as  a 
mechanism  for  alleviating  some  of  their  economic  plight. 

Mr.  Burgum.  Then,  you  would  feel  that  even  without  having  a  sur- 
vey, you  would  still  feel  from  your  experience  that  there  would  be  an 
indication  that  the  number  of  bankruptcies  would  be  higher  ? 

]Mr.  Steinbactt.  It  is  just  a  crystal  ball  gaze  into  the  future.  No  one 
can  really  predict. 

Mr.  Burgum.  In  fiscal  1974,  you  had  stated  that  there  were  2,914 
student  loan  bankruptcies.  Do  you  have  any  idea  of  what,  of  the  total 
number  of  student  loans  out  at  the  time,  that  represents  ? 
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Mr.  Steixbacii.  TIig  total  student  loans  that  are  outstanding-  are 
somewhere  in  the  Yiciiiit.y  of  6  million.  In  the  figures  that  were  sup- 
plied to  me  by  the  guaranteed  student  loan  program,  it  is  interesting 
to  note,  as  we  alluded  to  in  our  testimony,  that  bankru])tcy  of  Decem- 
ber 1971,  represents  only  3.4  percent  of  total  defaults.  For  example, 
death  and  disability  as  a  defaulting  category  is  higher  at  4.1  percent. 

So  it  is  relatively  small  as  a  total  of  defaults,  yet  it  seems  to  be  a 
growing  phenomenon. 

Mr.  BuRGrM.  I  would  like  to  cominent.  It  seems  that  that  number 
of  bankruptcies  only  represents  3.4  percent  of  the  total  defaults  that 
might  speak  to  the  fact  that  the  collection  policies  on  these  might  be 
more  forcibly  pursued  if  there  are  that  many  more  defaults  than 
bankruptcies. 

Can  you  give  us  any  idea,  or  do  you  have  any  idea  of  just  what  the 
collection  practices  are  in  the  colleges,  universities,  and  so  forth  ? 

Mr.  Steixbacii.  In  the  situations  where  the  institution  has  the  pri- 
mary responsibility,  v^-hich  is  under  the  direct  student  loan  program, 
and  in  instances  under  the  guaranteed  student  loan  program,  they 
make  reasonable  efforts  to  secure  repayment,  and  there  is  a  sul^stantial 
incentive  for  them  to  do  so. 

One,  with  regard  to  the  NDSL,  they  stand  to  lose  money  because 
they  have  a  10-percent  investment.  Also  on  the  guaranteed  student 
loan  program,  if  the  institution  is  a  lender,  they  could  have  a  20-per- 
cent investment  in  the  amount  of  money. 

Second,  it  is  my  understanding  that  under  the  program  if  there  are 
a  substantial  number  of  defaults  the  institution  in  years  following 
those  defaults,  the  institution  itself  will  be  a  recipient  of  less  funds.  In 
short,  there  is  substantial  incentive  for  them  to  be  vigilant  in  trying  to 
secure  repayment. 

The  collection  process  is  made  a  little  bit  more  difficult  because  stu- 
dents following  graduation  do  scatter  to  the  four  corners  of  the  coun- 
try and  often  are  difficult  to  trace.  This  is  just  a  factual  observation. 

xvlr.  BuEGUM.  Are  you  aware  that  in  the  section  that  the  Bankruptcy 
Commission  drafted,  exceptions  to  discharge,  the}^  did  put  in  the  caveat 
that  the  student  could  go  bankrupt  within  that  5-year  period  if  by  not 
so  allowing  him  to  discharge  this  debt  of  bankruptcy  it  would  create 
an  undue  hardship. 

I  do  not  know  if  you  have  had  sufficient  time  to  review  the  Bank- 
ruptcy Act  to  answer  this,  but  I  am  just  wondering  if  you  have  any 
opinion  to  whether  that  is  an  illusory  safeguard  for  the  student  debtor 
or  whether  it  does  have  some  significance  for  him. 

]Mr.  Steixbach.  I  think  that  this  does  have  reasonable  significance. 
If  indeed  a  5-year  bar  is  erected  to  discharge,  we  have  to  provide  a 
reasonably  flexible  mechanism  whereby  we  can  differentiate  between 
those  individuals  who  are  trying  to  take  advantage  of  what  w^ould  be 
the  present  law  and  using  the  vernacular,  rip  off  the  system,  and  those 
individuals  who  are  legitimately  finding  themselves  without  any  as- 
sets presently  in  hand  and  without  the  future  expectation  of  any,  so 
that  they  may  legitimately  have  access  to  the  fresh  start  provision  pro- 
vided for  in  the  act. 

I  do  not  think  that  the  undue  hardship  provision  is  illusory.  I  think 
that  it  does  provide  the  proposal  with  a  degree  of  flexibility,  and  a 
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luimanitarian  element  that  I  find  missing  in  the  administration  s  [jVo- 
posiil,  which  was  introduced  last  week.  That  proposal  does  not  have  an 
undue  hardship  provision,  and  as  such  I  do  not  think  it  is  anywhere 
near  as  flexible  in  dealing  witli  tliese  kinds  of  problems. 

If  we  incorporate  tlie  language  adopted  by  the  Commission  in  the 
fmal  report  of  the  bill  I  think  there  will  be  sufncient  flexibility  given 
to  the  referee  so  that  he  can  look  at  each  and  every  individual  case  on 
its  own  mei'its,  and  make  a  determination  that  is  reasonable  in  light 
of  the  circumstances. 

]\fr.  BuRGUM.  All  right.  Of  course,  the  language  used  by  the  Com- 
mission to  find  an  undue  iiardship  will  be  included  later.  Presumably 
the  provision  is  still  there,  and  as  a  result  of  tiie  Commission,  it  is  a 
part  of  the  legislative  history  that  has  very  real  meaning. 

Are  there  any  States  that  you  are  aware  of  that  have  attempted  to 
characterize  the  motivations  of  the  student  bankrupt  ? 

Mr.  Steinp.ach.  There  are  no  profiles,  Mr.  Burguni.  of  either  who 
is  the  student  bankrupt,  or  where  he  comes  from.  There  has  not  been 
a  single  study,  to  my  knowledge,  conducted  either  by  HEW  or  by  the 
Commission  or  by  any  educational  association  dealing  with  what  the 
motivations  of  the  individual  are.  That  fact  led  me  to  the  commerit 
that  I  made  in  my  formal  testimony  that  basically  tliere  is  an  avrful 
lot  of  speculation  as  to  why  these  brankruptcies  are  occurring. 

Mr.  BuRGUM.  The  remark  I  am  going  to  make  is  jusi:  my  o}:)inion. 
but  it  seems  to  me  that  that  would  be  very  significant",  particularly 
when  we  have  the  liorror  stories  as  we  get  to  ]\Iassachusetts  v.here  a 
gentleman  with  a  degree  in  law  and  his  wife  who  had  a  graduate 
degi-ee  decided  that  they  sJiould  go  bankrupt  immediately  upon  grad- 
uation. They  then  erased  some  $20,000  in  student  loan  debts.  I  do  not 
think  anybody  would  attejnpt  to  characterize  that  as  average,  but  on 
the  other  hand,  it  is  a  story  that  people  read,  so  on  the  one  hand  you 
have  a  fellow  who  is  struggling  to  put  his  kids  through  junior  college 
or  Avhatever  and  having  a  very  difficult  time,  and  he  reads  about  these 
two  people,  and  at  a  certain  point  I  think  it  would  be  beneficial  in 
terms  of  acceptance  of  this  type  of  provision  to  show  people  that 
probably  the  story  in  Massachusetts  is  not  the  norm.  It  is  a  far  oi;^ 
exception. 

Mr.  Steinbach.  We  just  do  not  knoAv  at  this  time.  It  would  be  very 
difficult,  I  think,  because  of  the  far-flung  nature  of  bankruptcy  and 
the  procedures  which  are  employed.  Perhaps  the  only  agency  that 
could  do  it  would  be  the  Guaranteed  Student  Loan  Agency.  They 
w^ould  be  contacted  in  any  bankruptcy  proceeding,  and  they  them- 
selves could  conduct  such  a  study  by  sending  a  regional  representa- 
tive to  the  proceeding  and  then  "trying  to  ascertain  the  real  picture 
from  the  individual.  At  best.  I  think  we  would  still  have  anecdotal 
evidence,  but  a  larger  collection  of  anecdotal  evidence. 

Mr.  BuRGUM.  At  this  point  I  agree  with  you  tliat  maybe  even  a 
larger  collection  would  be  helpful. 

Maybe  you  can  answer  a  question  that  has  been  asked  of  the  Com- 
inittee  during  its  deliberations.  Some  of  the  lender  institutions  who  do 
not  deal  in  guaranteed  loans  look  at  this  as  a  method  to, protect  the 
Government  who  ultimately  guar;\ntees  most  of  these  loans,  and  tlie 
question  has  been  asked,  why  would  this  group  be  singled  out  for  spe- 
cial treatment?  Do  you  have  any  thoughts  on  tliat  ? 
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Mr.  Steixbach.  I  think  that  there  is  a  proper  distinction  that  can 
and  ought  to  be  made  between  the  student  loans  and  loans  of  any 
other  kind.  Student  loans  are  made  at  low  rates  of  interest  and  repre- 
sent at  best  a  nonprofit  endeavor  for  the  lender.  Mostly  lenders  lose 
money  on  them,  but  are  willing  to  take  them  solely  because  they  serve 
a  very  worthwhile  purpose  for  the  public  good. 

Other  kinds  of  loans  are  usually  made  at  much  higher  rates  of 
interest  which  allow  not  only  a  profit  margin,  but  also  a  margin  for 
loss.  There  are  two  principal  arguments  for  excepting  student  loans 
from  the  bankruptcy  discharge :  one  being  the  low  interest  rate  and 
the  nonprofit  nature  of  the  lender's  operation. 

The  other  is  that  anyone  lending  money  to  a  student  who  has  no 
collateral  and  no  income  is  obviously  doing  so  on  his  faith  in  the  stu- 
dent's future  earning  potential.  The  student  knows  this,  enters  into 
the  arrangement  voluntarily,  on  this  understanding,  and  therefore 
should  not  be  entitled  to  relief  except  in  cases  of  real  hardship. 

There  is  a  distinguishable  element  involved  here  that  differentiates 
tliis  kind  of  bankruptcy  and  this  kind  of  a  loan  from  the  purchase  of 
a  color  television  set  or  any  other  consumer  item.  There  is  a  lifelong 
asset  that  is  acquired  in  this  instance  which  also  cannot  be  repossessed. 
As  such,  I  think  there  is  a  reasonable  basis  and  a  proper  distinction 
that  can  be  drawn. 

Mr.  BuRGUM.  All  right,  I  am  going  to  ask  you  to  get  out  the  crystal 
ball  again  and  assuming  that  Avhile  the  story  in  Massachusetts  is  prob- 
ably the  most  notable  exception,  I  think  we  can  presume  that  there  is 
some  flagrant  use  of  student  loans  today  because  this  is  a  matter  of 
record  in  the  committee,  and  in  the  mail  we  receive  it  as  one  of  the 
most  addressed  questions  that  we  have. 

So  basically  what  I  am  asking  you  is  whether  or  not  the  abuses  that 
this  j)rogram  has  suffered  today  will  tend  to  limit  the  use  of  the  pro- 
gram in  the  future? 

Mr.  Steixbach.  That  is  one  of  our  major  concerns  on  behalf  of  all 
higher  education.  We  are  concerned  with  these  stories.  The  story  that 
you  noted  from  Massachusetts  is  one  I  am  unaware  of.  I  do  have  in- 
formation of  some  horror  stories,  one  from  New  York  Times,  another 
earlier  one  from  a  Texas  newspaper. 

We  are  concerned  that  as  these  bankruptcies  surface  and  become 
public  knoAvledge  through  the  press  and  also  as  covered  not  more  than 
2  or  3  weeks  ago  on  the  CBS  INIorning  News,  public  confidence  and 
the  confidence  of  the  United  States  in  this  program  will  be  substan- 
tially eroded.  As  such,  the  support  for  this  program,  which  in  the 
course  of  the  last  7  months  has  made  close  to  a  million  loans  to 
students  throughout  the  country,  will  be  dissipated  so  that  it  will  no 
longer  be  an  effective  mechanism  for  individuals  to  finance  their  college 
education.  This  is  our  primary  concern. 

Mr.  BuEGUM.  Are  you  aware  of  any  attempts  on  the  State  or  na- 
tional level  to  limit  the  use  of  the  student  loan  programs,  using  this 
as  one  of  the  reasons  for  the  limitation  ? 

Mr.  Steinbach.  No;  I  have  not  seen  any  direct  evidence  on  that. 
There  has  been  a  reasonable  number  of  comments  on  the  floor  of  the 
Congress,  by  individuals  who  have  noted  that  this  is  an  increasing 
problem,  and  that  something  must  be  done  about  it. 
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Mr.  BuRGUM.  Do  you  have  any  statistics  that  would  indicate  the 
average  salary  a  student  could  expect,  say  with  a  bachelors  degree  or 
masters? 

Mr.  Steinbach.  That  really  varies  by  field.  I  think  that  this  year 
starting  salaries  just  range  all  over  the  lot,  depending  on  field.  I  do 
not  think  anybody  in  HEW  has  prepared  an  analysis  of  what  the  em- 
ployment and  salary  picture  looks  like.  Perhaps  the  Department  of 
Labor  ought  to. 

Starting  salaries  will  vary  anywhere  from  $5,000  to  perhaps  $12,000 
a  year,  depending  on  your  undergraduate  major,  and  other  educational 
background. 

The  critical  question  is  how  many  individuals  are  getting  jobs.  More 
specifically  for  our  purposes,  how  many  people  who  have  taken  out 
student  loans  of  one  kind  or  another  are  getting  jobs. 

Mr.  BuRGUM.  In  other  words,  with  this  type  of  variance,  you  do 
need  the  flexibility  supplied  by  the  Commission? 

Mr.  Steinbach.  No  doubt  al)out  that  at  all. 

Mr.  BuRGUM.  It  is  your  opinion,  just  again  in  summary,  it  is  your 
opinion  that  because  the  student  loan  is  a  low-interest,  nonprofit  loan 
to  serve  educational  interests  rather  than  profit  interests,  it  deserves  a 
different  treatment  in  bankruptcy  court  than  a  commercial  loan  that 
will  provide  some  income  to  the  lender? 

Mr.  Steixbach.  That  in  summary  is  my  position  on  that  issue. 

Mr.  BuRGUM.  Would  you  have  anything  further  that  vou  would  like 
to  add? 

INIr.  Steinbach.  I  think  that  lays  out  the  facts  that  I  would  like  to 
put  before  you  today.  I  appreciate  the  opportunity  to  come  before  you 
and  support  this  proposal.  The  Commission's  proposal  is  an  equitable 
one  that  will  help  deal  with  a  growing  problem  and  will  allow  for  us 
to  nip  a  problem  in  the  bud.  At  this  point  in  time  it  is  not  an  enormous 
amount  of  money  that  is  being  discharged  under  bankruptcy,  if  one  can 
say  $3.8  million  is  not  an  enormous  amount  of  money.  \Vlien  one  looks 
at  the  total  default  picture  it  is  not. 

I  think  that  enactment  of  the  Bankruptcy  Commission  proposal 
would  preserve  the  very  integrity  and  viability  of  the  student  loan  pro- 
gram by  insuring  that  individuals  who  incur  obligations  under  this 
program  see  them  through  to  the  very  fullest  extent  that  is  possible. 

Mr.  BuRGUM.  Thank  you  very  much. 

Mr.  Steinbach.  Thank  you. 

Senator  Burdick.  Thank  you,  Mr.  Steinbach. 

We  will  adjourn  until  April  16. 

[Whereupon,  at  11 :40  a.m.,  the  subcommittee  was  adjourned,  sub- 
ject to  the  call  of  the  Chair.] 
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WEDNESDAY,  APRIL  16,  1975 

U.S.  Senate, 
Subcommittee  on  Improvements 

IN  Judicial  Machinery 
of  the  Committee  on  the  Judiciary, 

Washington,  B.C. 

The  subcommittee  met,  pursuant  to  recess,  at  10  a.m.,  in  room  6202, 
Dirksen  Senate  Office  Building,  Senator  Quentin  N.  Burdick  (chair- 
man of  the  subcommittee)  presiding. 

Present:  Senator  Burdick  (presiding). 

Also  present :  Thomas  L.  Burgum,  deputy  counsel ;  Robert  E.  Feid- 
ler,  research  director ;  Kathryn  M.  Coulter,  chief  clerk. 

Senator  Burdick.  Today  we  continue  hearings  on  S.  235  and  S.  236, 
bills  to  revise  and  reform  the  bankruptcy  laws  of  the  United  States. 

Initial  hearings  have  focused  on  the  consumer  aspects  of  bank- 
ruptcy and  we  will  continue  that  focus  today  that  deal  with  debtor 
counseling. 

Before  we  call  the  first  witness  let  me  say  a  word  about  the  subse- 
quent hearing  schedule.  Tomorrow  we  will  hear  from  representatives 
of  several  large  labor  unions  and  on  April  24  we  will  conclude  with  a 
representative  from  the  National  Consumer  Law  Center. 

Our  witness  today  is  Robert  E.  Gibson,  president  of  the  National 
Foundation  for  Consumer  Credit.  He  has  had  an  extensive  career  in 
counseling  dating  back  to  1958.  We  welcome  you,  Mr.  Gibson.  Your 
complete  written  statement  will  be  made  part  of  the  written  record, 
without  objection.  You  may  proceed. 

[The  prepared  statement  of  Robert  E.  Gibson  follows:] 

Remarks  of  Robert  E.  Gibson,  President,  National  Foundation  for  Consumer 

Credit 

Mr.  Chairman,  and  members  of  the  Senate  Subcommittee  on  Improvement  of 
the  Judicial  Machinery : 

My  name  is  Robert  E.  Gibson.  I  am  President  of  the  National  Foundation  for 
Consumer  Credit  of  Washington,  D.C.  I  am  accompanied  by  Dr.  Ruth  D.  Harris, 
a  member  of  the  faculty  of  the  Virginia  Polytechnical  Institute  of  Blacksburg, 
Virginia,  who  is  presently  engaged  in  developing  on  behalf  of  the  National 
Foundation  for  Consumer  Credit  a  program  of  Consumer  Credit  Counselor  certifi- 
cation. Dr.  Harris  is  presently  engaged  in  studying  the  elements  which  constitute 
professional  counseling  of  debt  distressed  families,  and  the  impact  of  non-profit 
community  agencies  in  relieving  debt  distress.  The  National  Foundation  for  Con- 
sumer Credit  is  a  non-profit  public  foundation  which  comprises  two  ma.1or  ele- 
ments:  1)  a  broad  field  of  credit  grantors,  including  banking,  consumer  finance, 
retailing,  collection  agencies,  and  manufacturing,  and  2)  major  credit  users,  in- 
cluding organizations  such  as  the  AFL-CIO,  Family  Service  Association  of 
America,  American  Psychological  Association,  the  National  Urban  League,  Legal 
Aid  and  Public  Defender  Service,  and  consumer  activists. 
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The  National  Foundation  for  Consumer  Credit  was  established  as  a  forum 
wherein  major  credit  grantors  and  major  credit  users  could  discuss  the  non- 
mortgage  credit  organism,  now  approximately  $190  billion,  and  the  strengths 
and  weaknesses  of  the  credit  mechanism  within  the  American  economy. 
(Attached  for  informational  purposes  is  a  brochure  which  describes  the  educa- 
tional, research,  and  counseling  activities  of  the  Foundation,  along  with  a  listing 
of  the  members  of  the  Executive  Committee  and  the  Board  of  Trustees  which 
give  leadership  to  our  efforts. ) 

During  1974,  there  were  168  Consumer  Credit  Counseling  offices  serving  com- 
munities throughout  the  United  States  and  Canada,  and  providing  assistance  to 
approximately  142,000  families  who  sought  relief  from  debt  distress  outside  of 
the  bankruptcy  courts. 

The  National  Foundation  for  Consumer  Credit  has  adopted  a  policy  of  referral 
for  legal  assistance  to  any  famil.v  who  requires  this  specific  relief:  however,  our 
primary  service  is  to  those  individuals  and  families  who  wish  to  honor  their  con- 
tractual obligations  and  stabilize  their  financial  affairs,  but  bankruptcy  is  not  a 
solution  without  education. 

During  1974  non-profit  Consumer  Credit  Counseling  Services  returned  to  the 
American  economy  approximately  $88  million  and  developed  debt  liquidation  pro- 
grams for  approximately  56,000  families  of  the  142,000  which  applied  for  relief. 
Of  the  86,000  families  who  were  not  placed  in  debt  liquidation  programs,  approxi- 
mately 10% — or  8,600  families — were  referred  for  legal  assistance,  and  many  of 
these  resorted  to  relief  through  the  bankruptcy  courts.  The  remaining  77,400 
families  were  assisted  through  professional  budget  counseling  and  were  able 
to  handle  their  own  personal  affairs  and  meet  personal  and  family  contractual 
obligations  through  their  own  efforts. 

Bankruptcy  is  and  should  be  a  form  of  relief  available  to  individuals  and 
families  who  find  themselves  in  a  debt  distressed  situation  through  circum- 
stances over  which  they  had  little  or  no  control. 

The  National  Foundation  for  Consumer  Credit  and  its  members — both  credit 
grantors  and  credit  using  groups — recognize  the  necessity  for  a  judicial  mecha- 
nism which  affords  a  "fresh  start"  when  external  adversity  or  catastrophy  affects 
the  "bond"  between  creditors  and  consumers. 

The  National  Foundation  for  Consumer  Credit  firmly  believes  that  the  bank- 
ruptcy system  as  presently  constituted  does  not  provide  a  "fresh  start"  in  that 
little  or  no  effort  is  made  to  assist  applicants  for  relief  to  understand  how  they 
got  into  difficulty  and  ways  to  avoid  future  financial  problems. 

"We  believe  that  serious  consideration  .should  be  given  to  requiring  applicants 
for  bankruptcy  relief  under  either  a  judicial  or  administrative  s.vstem  to  seek 
financial  counseling  through  an  existing  community  sponsored  credit  counseling 
service  or  a  social  service  agency  such  as  a  family  service  agency  or  labor  coun- 
selor esi)ecially  trained  to  do  the  job. 

As  previously  stated,  the  primary  role  of  the  168  agencies  which  operated  last 
year,  and  the  growing  number  of  community  services  now  in  oi>eration,  is  to 
assist  families  to  avoid  bankruptcy  through  a  program  of  cooperation  between 
the  consumer,  the  counseling  service,  and  the  credit  grantor ;  however,  our  task 
to  counsel  and  educate  should  also  encompass  those  individuals  and  families 
who  require  the  relief  afforded  by  the  bankruptcy  system. 

The  National  Foundation  for  Consumer  Credit  wishes  to  convey  its  availability 
and  readiness  to  assist  in  the  development  of  a  true  "fresh  start"  for  individuals 
and  families  who  find  it  necessary  to  resort  to  the  bankruptcy  process. 

If  the  Congress  does  not  choose  to  legislate  the  use  of  Consumer  Credit 
Counseling  Services  or  other  social  services  to  aid  debt  distressed  individuals 
and  families,  we  sincerely  hope  that  this  subcommittee  will  urge  greater  use 
of  family  debt  counseling  agencies  through  the  legislative  history  of  the  proiX)sed 
bill. 

On  behalf  of  the  OflScers  and  Trustees  of  the  National  Foundation  for  Con- 
sumer Credit,  I  would  like  to  express  my  sincere  appreciation  for  the  oppor- 
tunity to  appear  before  this  Committee,  and  to  be  part  of  your  deliberations  con- 
cerning changes  in  the  Bankruptcy  laws  of  the  United  States. 
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Polly  Phillips  Is  32  years  old.  She  has 
had  three  children  in  five  years,  worries 
about  her  weight  and  diets  sporadically 
on  yogurt  and  raisins.  Her  husband, 
Jim,  35,  is  manager  for  a  moving  com- 
pany and  makes  $10,000  a  year,  plus 
occasional  bonuses.  At  the  time  I  met 
them,  they  were  living  in  an  attractive 
seven-room  suburban  house  in  Connec- 
ticut and  they  were  miserable.  They  had 
just  filed  for  personal  bankruptcy. 

The  first  time  I  saw  Polly  and  Jim 
they  were  sitting  on  a  Vv'ooden  bench  in 
a  courthouse  in  Hartford,  Connecticut, 
waiting  for  a  preliminary  hearing  in 
what  they  hoped  would  be  a  discharge- 
able bankruptcy  proceeding.  A  dis- 
charged bankruptcy  means  that  your 
financial  misadventures  are  forgiven, 
your  assels  are  liquidated  and  the  pro- 
ceeds are  distributed  among  your  credi- 
tors. You  have  very  little  left,  but  at 
least  you  are  released  from  your  debts. 

As  prices  have  continued  to  rise  and 
the  dollar  lo  shrink,  more  and  more  cou- 
ples have  looked  to  personal  bankruptcy 
as  the  solution  to  their  financial  crisis. 
Personal  bankruotcies  have  lisen  .more 
tha.i  300  percent  in  the  pasl  20  yeais, 
and  in  the  fiscal  year  that  ended  in  June, 
1974,  there  were  109,000  cases. 

Many  people  who  have  not  tried  it 
consider  bankruptcy  a  marvelous  solu- 
tion to  what  scsms  to  be  an  insoluble 
piohlern.  There  are  a  few  ur,p:eatant 
hours  in  court,  of  course,  and  one  or  two 
of  your  friends  may  think  somewhat  less 
ot  you,  but  when  it's  over  it's  over  and 
you  ure  free  to  walk  away  and  start  f.:_iain. 

But  Is  It  really  that  simple?  I  d-cidcd 
that  the  best  way  to  find  out  would  be  to 
(oilov/  a  young  couple  through  the  bank- 
ruptcy proceedings  and  see  hr;v;  it 
worked  out  for  them.  Which  is  hov/  I 
mo;  Polly  and  Jim.  Phillips,  by  the  way, 
is  not  their  real  name:  one  of  the  first 
things  I  learned  is  that  a  known  bank- 
rupt has  about  as  much  chance  of  gel- 
ting  back  financial  respectability  as  a 
known  alcoholic  has  of  heir.g  hired  to 
work  in  a  liquor  store. 

The  next  thing  I  learned  is  that  while 
a  discharged  bankruptcy  does  resolve 
your  immediate  debt  problems  (except 
for  nondischargsable  debts,  like  federal 
taxes  and  alimony,  which  you  will  still 
owe),  you  may  not  get  one  if  the  court 
feels  your  financial  problems  are  of  your 
own  making.  If  a  discharge  in  bank- 
ruptcy is  refused,  your  creditors  will  get 
a  garnishment— a  legal  claim— on  vour 
income.  From  then  on.  a  percentage  of 
what  you  earn  will  be  taken  out  and  ap- 
plied against  your  debt  until  it  is  paid 
off.  Entirely  apart  from  what  they  owed 
on  their  house  and  their  car.  on  wnich 
the  bank  would  simply  (oreclose,  the 
Phllllpses  owed  some  $15,000  In  bank 
loans.  Installment  payments,  medical 
bills  and  an  assortmem  of  back  bills  to 
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Beset  by  mounting  bills,  more  and 
more  families  are  considering— and 
actually  using  —personal  bankruptcy 
as  the  solution  to  their  financial 
crisis.  Here  is  one  couple's  story  of 
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repairmen,  doctors,  depaitmcnt  stores, 
and  so  on.  Barely  able  to  survive  on 
Jim's  present  income,  they  snv;  no  hope 
of  getting  cut  of  debt. 

In  addition  to  their  money  problems, 
they  had  personal  prohleins  as  v,iell. 
Gary  Cohen,  who  is  not  the  Phillipses' 
lav/yer  bul  who  does  handle  a  dozen 
bankruptcies  a  year,  told  mo  thai  this 
was  quite  common.  "Some  couples 
weather  it,"  he  said.  "IVl.iny  do  not.  I 
often  find  myself  juggling  a  oouplo's 
money  wilh  one  hand  and  their  divorce 
proceeding  with  Ihe  other.  Neither  part- 
ner wants  to  accept  'he  blame,  and 
there  is  alv.dys  h  great  deal  of  billerness. 

"And  it's  almost  impossible  io  get  vd 
the  facts.  Everybody  is  swearing  and 
weeping  and  screaming  at  e.ich  other. 
Nobody  tells  the  truth  because  they 
don't  know  what  it  is.  II  they  did,  they 
wouldn't  he  in  this  mess.  They  still  hope 
they  can  blulf  it  through.  Usually  they 
lie  aboul  their  assets.  The  wife  always 
says  they  tiave  nothing;  the  husband 
says  things  aren't  that  bad.  And  then 
thev  start  lighting  all  over  again." 

This  certainly  seemed  to  be  true  of 
Polly  and  Jim.  "Things  ate  in  a  mess," 
Jim  started  off.  "Polly  never  balanced 
a  checkbook  or  reconciled  a  bank  slate- 
ment.  She  always  said  that  money  mat- 
ters wore  my  responsibility." 

Polly's  view,  of  course,  v/as  some- 
what different.  "I'm  mad  as  hell,"  she 
saia.  "Jim  is  a  compulsive  spender. 
He's  a  nard  worker,  but  heavens,  the 
spending!  Every  time  I  'ook  for  a  couple 
of  dollars  to  buy  panty  hose  or  get  my 
hai;  trimmed,  it's  already  been  spent. 
And  he  goes  wild  at  Chrislm.is  and  the 
children's  birthdays.  Everybody  gets 
six  presents,  and  then  the  bills  come 
and  it's  up  to  me  to  figure  out  how  to 
pay  them. 

"It  really  makes  me  angry.  He  is  the 
loving  and  indulgent  father  who  buys 
toy  tractors,  toy  snowmobiles,  junior  bad- 
minton sets,  even  hand-knit  Scottish 
sweaters.  So  I  run  up  bills,  too;  things 
for  the  house,  things  I  want  to  give  the 
children. 


"Socially  speaKing.  I  guess  you  might 
say  we  are  in  the  competitive  barbecue 
set.  Who  has  the  latest  rotissene''  All 
electric.  Automatic  shutoff.  I  mean,  you 
really  need  an  automatic  shutolf  for  the 
spareribs  in  your  barbecue,  right?" 

The  initial  courtroom  hearing  was  per- 
functory, and  the  case  was  continued  to 
a  date  ten  weeks  later.  During  that  time 
I  listened  in  on  a  number  of  their  dis- 
cussions with  their  lawyer  and  had  many 
long  talks  with  them.  Slowly  a  pictuie 
began  to  emerge. 

"You  can't  face  Ihe  fact  that  you 
aren't  going  to  make  it,"  Jim  Plullips 
said  at  one  point.  "The  bills  pile  up. 
You  hide  them  from  your  wife.  II  is  a 
humiliation  lor  a  man.  I  was  always  hop- 
ing for  the  break  that  would  clean  it  all 
up.  In  my  case,  it  was  hoping  lor  a  long- 
distance corporation-paid  move  and  the 
bonus  that  would  go  with  it. 

"I  wasn't  sp^rioing  money  to  boost 
my  ego  or  my  sexual  self-image  or  what- 
ever you  want  to  call  it,"  he  went  on. 
"We're  bankrupt  for  just  one  reason.  I 
'.vanled  to  keep  everybody  happy!  I 
spent  and  went  into  debt  io  buy  Ihe 
things  my  wife  said  she  wanted  and 
needed  for  herself  and  the  kids," 

■'All  I  ever  asktd  for  v/as  a  good  man," 
Polly  interrupted.  "All  I  ever  wanted  was 
a  gocd  man,  children,  a  house  wilh  a  big 
porch  and  a  big  biown  dog.  Betsy!  I'll 
liave  to  give  you  up,  tool  We  can  never 
alford  a  house  again  and  Betsy  barks  her 
head  off  and  no  landlord  will  ever  put  up 
VJith  her!" 

They  boln  began  to  sound  increasing- 
ly hopeless  about  their  situation,  Polly 
started  to  cry.  End  I  decided  to  lalk  to 
them  when  Ihoy  '.ve^e  both  a  I'liln  more 
rational.  A  few  days  later  we  met  agan 
in  their  lawyer  s  office. 

Polly  spoke  first.  "Well,  it  seems  we 
owe  a  lot  more  money  than  our  assets 
will  cover  ard  we  can't  possibly  hope  to 
pay  it  olf  for  years  and  years.  How  did 
we  get  into  this?  Too  many  ch.Trge  ac- 
counts, taking  financial  chances,  gelling 
sold  on  a  lot  of  stuff  we  thought  v/e 
needed.  You're  ne'vous.  you're  unhap- 
py, you're  ambMious-so  you  go  out  and 
buy  something.  Once  after  a  ferocious 
quarrel  we  bought  a  sixty-five  dollar  sun- 
dial—an  antique— that  said  around  tno 
rim.  'Grow  Old  Along  Wilh  Me,  Ihe  Best 
Is  Yet  to  Be.'  "    She  laughed  billorly. 

"Now  you,  sir,"  the  altornoy  said  to 
Jim.   "How  do  you  see  this?  " 

"Well.  I  think  it's  a  lot  more  compli- 
cated than  Polly  says.  She  has  never 
understood  where  the  dollar  comes  from 
or  where  it  goes 

"The  moving  business  is  slow,  Evf}n 
the  big  corporations  aront  mnvnu;  their 
executives  around  so  much  any  more. 
Polly  sells  real  estate  part  time,  but  now 
she  has  to  make  three  or  lour  aozen 
njna    before    she    /    turn    to    page    82 
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confiiiiietl 

even  gets  a  nibble.  Tight  niorlgagc 
money.  Too  high  jnlcrest.  Wc  didn  t 
mean  to  get  overextended,  but  inllalum 
has  got  a  lot  o(  people  in  a  crunch  llicy 
didn't  mean  to  be  in." 

"As  a  businessman  you  must  have 
been  conscious  of  rising  costs,  "  I  said. 
"Why  didn't  you  reduce  your  standard 
of  living  instead  of  running  into  debt?" 

"Because  he's  a  big  nplimist,"  I'olly 
said  contemptuously.  "He  always  over- 
estimates everything  Absurd  expecta- 
tions. Jim  came  from  a  poor  taniily  m 
New  Jersey.  J  lis  lallior  was  a  waiter  in 
a  Polish  restaurant  One  day  when  Jim 
was  about  twcnty-lwn.  he  crossed  tlie 
George  Washingion  Uridgc,  took  a  look 
at  Manhattan  and  made  up  his  mind  he 
was  going  to  have  a  slice  of  it.  He  was 
a  ninth-grade  dropout,  nothing  to  olfer 
but  looks,  charm,  muscle  and  brains. 
He  learned  very  last  thai  the  classy  kind 
of  girl  who  miglii  help  liini  goes  to 
liariuird  so  he  cr.islicd  a  liarnard  mixer 
wlieie  I  was  a  sludcm,  and  we  married 
the  day  i  graduated. 

"My  father,  who  is  headmaster  of  a 
private  school,  was  furious.  His  daugh- 
ter, m.irried  to  a  man  on  a  moving  van! 
Hut  Jim  got  himself  olT  the  van  and  into 
the  oilice  and  was  siion  earning  more 
than  my  father.  Dad  stopped  sneering 
about  blue-collar  workeis  then.  Money 
talks — oh,  my,  it  talks  all  over!" 

She  put  her  head  down  on  the  table 
and  hernn  In  cry.  Jim's  f.ice  had 
the  iook  of  a  man  who  wishes  his  wile 
wouldn't  talk  so  much,  but  he  ro-:,  put 
one  arm  arouinl  her  and  p.iitcd  her 
shoulder.  She  half  turned  in  her  ciiair 
and  l.iid  her  cheek  against  his  body. 

1  he  lawyer  cleared  his  throat.  "Mr. 
and  Mrs.  Phillips.  I  appreciate  your 
emotional  diHiciillies  and  would  remind 
you  thai  thcie  is  a  good  marriagc-coun- 
.seling  seivice  in  this  town.  But  today, 
before  it  gels  an\  Liter,  we  need  to  go 
on  with  the  legalities  of  bankruptcy. 

"Now  you  both  must  make  separate 
lists  of  all  the  debts,  bills,  house  mort- 
gage, car  mortgage — everything  you 
owe.  You  must  list  all  your  as.sets, 
cash,  securities,  autos,  jewels,  furs, 
cameras,  guns — " 

"Everything'.'  They  take  every- 
thing''" 

"1  he  law  in  this  state  says  they  have 
to  leave  you  with  your  furniture,"  the 
lawyer  said. 

"It  takes  three  ycirs  to  establish  an 
asparagus  bed,"  Polly  s.iid.  "Six  years 
to  get  peonies  going,  rhcu  my  moth- 
er's TilVauy-glass  wediling  plates?  My 
prandmother's  crystal  bowl?  My  other 
grandmother's  silver  llatwarc?  The  sail- 
boat that's  always  sinking?  Wc  only 
paid  one  hundred  twcnly-fivc  dollars 
for  it  and  we're  always  stulhng  the 
leaks  witli  knindry  twine.  .  .  ." 

"I'm  at  raid  so." 

"Ihe  piano?  1  hcy'ie  going  to  take 
my  piano?    It's  a  .Stcinwayl" 

"Well,  then,  it's  very  valu,ible.  Arc 
you  a  professional  pianist?  Do  you  give 
lessons?  If  so,  they  can't  lake  the  tools 
of  your  trade." 

"I'rti  not  a  pianist,"  Polly  said.    "I 


just  love  to  play  the  piano.  Christmas 
carols.  Hynins.  Old  pop  tunes,  that 
sort  of  thing.  Do  I  have  to  give  up  my 
piano?" 

The  lawyer  looked  uncomfortably  at 
me  and  then  said,  "Mrs.  Phillips,  I  don't 
know  that  you've  got  a  piano.  Get  it 
out  of  your  house.    Right  now." 

"Where'-'" 

"Well,  Goddamn  it,  put  it  in  the 
church  basement!" 

Polly  told  me  they  quarreled  violent- 
ly that  night.  She  called  her  husb.md  a 
"stupid,  no-good,  self-indulgent  bum,  " 
and  the  next  day  Jim  wciu  to  stay  with 
his  sister  in  Newark,  New  Jersey,  75 
miles  away. 

I  saw  I'olly  again  a  few  days  later. 
It  was  four  in  the  afternoon  and  she 
was  sharing  a  can  of  beer  with  a  sympa- 
thetic neighbor.  The  conversation  was 
inteirupted  by  a  timid  knock  at  the 
screen  door.  A  small,  elderly  man  with 
a  beard-stubbled  ciiin  w.is  holding  a 
corduroy  iisliing  hat  m  one  hand  and  a 
roll  of  paper  in  the  other. 

"Mrs.  Phillips?" 

"Yes." 

He  e.xiendei!  the  toll  of  p.ipcr.  "I'm 
a  summons  server,"  he  said.  '"I'ou  \e 
been  summoned  in  personal  bank- 
ruptcy. H.irtford  1  ei.ler.ll  Court,  .Au- 
gust second,  ten  a.m." 

A  great  rage  followed.  She  called 
Jim  and  started  screaming  on  the  tele- 
phone. Finally  she  sKinnned  down  the 
receiver.  1  tiied  unsuccessfully  to  coni- 
forl  her  :iiid  left  a  short  while  later. 

On  the  evening  of  liie  following  day, 
Polly  c;  I'.kcd  up  her  car. 

"I  was  coming  around  a  steep  bend, 
headed  uphill.  1  skidiled  on  a  patch  of 
wet  leaves  and  hit  a  post  I-irsl  serious 
accident  of  my  life." 

She  limped  the  car  into  the  local 
auto-body  ■•liop,  where  the  owner  piom- 
iscd  to  lepair  it  as  soon  as  possible. 
1  hree  days  later,  she  c.illed  to  lind  out 
if  it  was  ready  and  learned  that  the 
finance  company   had   towed   it   away. 

Over  the  next  few  weeks,  while  the 
commiinily  gossiped,  Polly  chose  to  be 
alone.  She  knew  the  childien  needcel 
her,  and  she  lound  a  kiiul  of  tr.mquiliiy 
in  devoting  herself  to  simple  household 
tasks.  I  he  chililren  were  upset  and  be- 
wildered by  what  was  go'iig  on,  anil  it 
came  out  in  small  question i — like,  what 
had  happened  to  the  piano? 

"1  told  them  it  had  to  he  repaired," 
she  said.  "I  told  the  luinistcr  that  mv 
house  was  being  p,iintcd  anil  I  oidii't 
v/ant  it  splatlcred.  I've  lied  before,  but 
never  to  a  miiiisler  or  to  my  kids." 

A  few  days  later  the  sherill  .irrived 
wiih  an  eviction  notice.  Ihe  bank  that 
held  the  mortgage  had  foreclosed. 

I'hat  evening  Polly  called  Jim. 
"You've  got  to  come  back  here,"  she 
said.  "Where  are  the  kids  and  I  going 
to  go?  " 

A  few  hours  later  he  drove  inio  the 
yard  in  his  father's  car.  The  children 
ran  out  lo  gicel  him.  I'olly  told  mc, 
"Jim  grabbed  them  all  at  once  .ind 
soaked  them  in  hugs. 

"Wc  looked  al  each  other.  He'd  been 
gone  SIX  weeks.  'Love  me?'  I  asked  '1 
love   you.'    'Going   lo  slay   together?' 


You  bet,"  Jim  said.    'We'll   tight   this 
through.'  " 

1  heir  lawyer  said  lo  mc  later,  "I 
really  thought  I'd  lost  that  one  'lou 
know,  the  longer  a  couple  st.ixs  apart, 
the  less  they  are  likely  to  get  hack  to- 
gether.   Well,  see  you  in  court." 

The  federal  courthouse  in  Harifora 
IS  built  of  gray  Texas  limestone. 
There  is  a  courtyard  with  benches  and 
boxed  shrubs,  but  it  is.  nonetheless, 
majestic,  impersonal  and  foreboding. 
Bankruptcy  ceiurt  is  on  the  second  lloor, 
a  small,  conventional  courlriHnii.  On 
the  straight  wood  benches  sm.ill  ciulch- 
es  of  clients  sat  anxiously  ctulilled  up 
against  their  lawyers.  1  he  l:u\\ers 
patted,  smiled  and  otherwise  leassureil 
their  clients,  then  sprang  up  to  huildlc 
with  the  opposition. 

"We  are  always  looking  for  an  .igree- 
mcnt.  a  settlement,"  their  lawyer  said. 
"Not  anything  like  a  jury  trial,  wlierc 
It's  guilty  or  not  guilty,  but  a  search  for 
the  most  sensible  way  out." 

Polly  and  Jim  held  hands  and  smiled 
shakily  ,it  each  other. 

Finally  Jim  was  called  lo  the  sl.md. 
Under  oalh,  lie  testilicd  that  he  pos- 
sessed no  assets.  The  attorney  loi  the 
creditors  w.is  sarcastically  disiiclicving. 

"Not  even  a  camera''  Or  a  gun?  " 

"No,  sir." 

"'Vou  live  in  the  countiy.  Wh  it  do 
vou  do  for  recreation?  " 

"I  walk." 

The  questions  probed  loi  hulilen 
assets  and  deceit.  "Do  you  own  ,my 
real  estate?  Stocks?  Doiul-.'.'  \rc  \ou 
aware  you  were  neglecting  your  i^iiii- 
ily's  wcKare,  squandering  yoiii  chd- 
drec's  heritage?  Did  \ou  e\er  use  your 
cmploser's  vans  fur  illeg.ii  midnight 
moves?  How  many  bank  .iccounis  do 
you  have  and  where?  Do  you  h.ue  any 
other  depeiulenis  cxccp,  your  le^Mi  »'.  ile 
and  children?  Can  your  wiie  i.ii>e  a 
full-time  job?'' 

"We  ha\e  three  young  childien  It 
would  be  quite  dillicult  for  her  lo  woi  k 
full  time." 

Ihe  inquiiycndcd  proinpll>  .ii  noon. 
Everyone  hut  the  I'hillipses  ,iiid  imsell 
seemed  quite  cheerful. 

"How  does  It  look?"  I  a^keii  their 
lawyer. 

"1  don't  know,"  he  said.  '  ll'>.  going 
to  take  the  judge  about  a  ni.inlh  to 
make  up  his  mind 

"A  month'"  I  asked,  "^lnl  ihiiik 
thai  voung  woman  can  stand  .iiouiul 
wringing  her  h.inds  for  ,i  monili.' 

A  shrug,  "look,  the  judge  didn't 
know  anything  much  about  ihe  cave 
until  this  morning.  He  needs  to  icmcw 
all  the  papers  and  records  ili.il  h.ive 
been  filed,  to  reread  Jim's  testimony 
and  even  to  look  up  certain  |iniiit>,  of 
law.  What's  moie,  ihcie  aie  oilier  e.ises 
ahead — at  least  ten  of  them.  " 

I  took  the  I'hillipses  out  to  liinner.  I 
told  tliem  ,ill  the  best  jokes  and  anec- 
dotes I  could  think  of,  but  tbcv  were 
despondent. 

"Tell  you  what,  honey,"  Inn  s,ud. 
"We'll  borrow  some  monev  lioin  tnv 
brother  and  borrow  your  nrolher's  c,;r 
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continued 

and   go   lo   Ihe   beach   wilh   the  kids." 

Poliy  blew  up.  "Borrow,  borrow, 
borrow — lh;U\  how  we  got  here!"  she 
said.  "And  the  children  are  in  school 
now." 

"We'll  take  ihcm  oui  of  school  This 
is  special.   Thej  can  bring  iheir  books." 

"We  have  lo  move.  We've  been  fore- 
closed and  .sci\cd  with  cvicuon.  \\'hcre 
are  we  going?" 

"That  can  wait.  We're  bac'r.  logclher 
—that's  all  lh.it  coiinls." 

"Mow  ctnikl  I  eniny  a  vacation  when 
I'm  woirymg  all  (he  time'.'" 

They  talked  it  over  the  following 
morning  with  their  lawyer,  who  had 
called  them  logeiher  for  some  formal 
signatures.  He  lost  his  lemp.er.  '^'ou 
two  haven't  Icirncd  a  thing."  he  s.ud. 

"Mrs.  [*liiih|is.  you  aie  still  a  whin- 
ing, sclf-ccniered  woman.  Mr.  Piiillips, 
you  are  back  on  the  same  old  tiack — 
pacifsing  your  wife  in  the  name  ot  love 
and  fa:nily.  Okay,  lake  I  his  vacation 
if  it  will  do  \ou  any  good  and  she  can 
accept  II  gr;icioiisly,  but  I  want  to  tell 
you  somelhiiig;  'there  are  some  people 
«ho  can  liamile  debt  and  soii.e  who 
cannot.  We're  both  aware  thai  our  eco- 
nomic structure  is  based  on  the  intclii- 
gent  and  responsible  assumption  ?.im\ 
disch.irgc  of  debt.  But,  Jim,  you  can- 
not Ci'pe.  Go  oil  a  cash  basis  for  the 
rest  of  your  life,  like  an  alcoholic  slick- 
ing to  gittgcr  ale.  Promise  yourself! 
Voii  know  you  can  only  go  bn.nUrupt 
every  six  years!" 


"Never  again,"  Jim  Phillips  said. 

A  few  weeks  later  they  receised  the 
notice  from  the  U.S.  Di.strict  Court — 
then  baiikriipicy  had  been  discharged. 
They  were  free. 

Hut  how  do  you  make  a  second  start? 
Unforlunalcly — and  usually — you  have 
(o  borrow  some  more  money.  Their 
lawyer  eerlilicd  to  llie  court  that  Ihe 
subslanlial  part  of  their  possessions  had 
been  sold  at  auciion  on  behalf  of  their 
creditois. 

The  piano  was  resurrected  from  the 
church  basement.  I  bey  moved  into  a 
garden  apartment,  rent  .$210  a  nionlh, 
no  pels.  At  Polly's  request,  their  new 
residence  v/.is  in  a  suburb  20  miles 
norlh  of  their  previous  home. 


Thanto 


Tiieir  la.vycr  advised  them  that,  hav- 
ing pas';ed  Ihioiigh  bankruptcy,  they 
we:e  good  credit  risks.  "You  sec,  Ihe 
couri  uliiiiiis  that  you  don't  owe  any- 
thing to  anybody.  As  long  as  Jim  is  on 
a  p. '5  roll,  you  should  have  a  clean  cred- 
it check.   Vou  should  have  no  trouble." 

They  had  trouble.  Polly's  lalhcr 
gave  them  $500  to  buy  a  new  car,  but 
it  took  nioiilhs  to  liiid  a  bank  to  finance 
llic  rest  of  it.  The  larger  depaitmei-.t 
stores  and  oilier  enterprises,  like  credit- 


card  companies,  checked  them  out, 
learned  of  the  bankruptcy  and  turned 
them  down. 

Now,  almost  two  years  later.  Ihe 
family  is  still  together.  They  have  paid 
olT  all  the  small  merchanfs  and  the 
friends  and  relatives  -.sho  h.td  given 
theni  .1  hand  Ihe  l.irger  corporations  ■ 
they  have  ce.ised  thinking  .iboul.  1  he 
bank  that  forecioseil  tiicir  linu-.i*  held  it 
for  a  year,  then  sold  it  at  a  .'0  percent 
profit. 

The  family  is  badly  scarred  by  the 
expel  lence.  Jim  feels  like  loss  than  a 
man.  Polly  still  grie'.cs  ovei  her  aban- 
doned garden.  She  misses  Ihe  dog, 
which  h.ul  to  be  given  away. 

"You  can't  go  through  an  espciiencc 
like  that  without  its  bringing  out  ihc 
worst  in  )'ou,"  Jim  says  now  '.My  wife 
screamed  and  wept.  I  ran  away.  I  he 
children  were  the  strongcsl.  1  hey 
didn't  give  a  damn  abt'iit  Ihc  t.ir'or  the 
house  or  the  garden  Ihcy  |u4  wauled 
their  parents  lo  slick  logetiier.  .So  now 
we're  back  where  we  stailcil.  Tbarik 
God  I've  got  a  job,  but  vou  can  bet  we 
are  careful.  We're  going  lo  inn  scared 
for  Ihc  rest  of  our  lives." 

"Maybe."  Iheir  lawyer  lold  me.  "I 
hope  so.  Hut  unreal!--lic  spciiding  hab- 
its are  awfully  hard  lo  bre.ik."  If  they 
have  truly  learned  io  bie.ik  liiose  hab- 
its, they  have  a  chance.  IJui  Ihey  have 
surely  learned  one  thing;  Personal 
bankruptcy,  wilh  its  raw,  eniolionai 
hangover,  is  no  easy  walk  out  from 
debt.  « 
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SPECIAL    SUPPLEMENT   TO. 


Members'  Bulletin 


1819  H  Street,  N.W.,  Washington,  D.C.  20006 


"CONSUMER  CREDIT  COUNSELING  SERVICE  -  AN  IMPORTANT  NEED" 


On  March  13,  1975,  Representative  Frank  Annunzlo  (D-Ill.) 
made  the  following  presentation  to  the  House  of  Representatives. 
His  speech  is  printed  in  its  entirety  for  your  information  in  this 
Supplement  to  the  Bulletin ■ 


CONSUMER     CREDIT     COUNSELING 

SERVICE    FILLS    AN    IMPORTANT 

NEED 

The  SPEAKER  pro  tempore.  Under  a 
previous  order  of  the  House,  the  gentle- 
man from  Illinois  (Mr.  Anndnzio)  Is  rec- 
ognized for  5  minutes. 

Mr.  ANNUNZIO.  Mr.  Speaker.  T,'ith  our 
country  In  one  of  the  most  critical  eco- 
nomic periods  In  our  history.  Americans 
are  more  and  more  finding  themselves 
faced  with  their  own  personal  financial 
problems.  In  short,  the  economic  prob- 
lems that  beset  our  Government  and  big 
business  ars  also  finding  their  way  into 
the  homes  of  virtually  every  American 
family. 

For  many  Americans,  the  only  answer 
to  their  economic  problems  Is  to  declare 
bankruptcy.  Personal  banlcruptcles  have 
Increased  at  such  an  alarming  rate  that 
nonbusiness  voluntary  bankruptcies  now 
account  for  more  than  90  percent  of  all 
bankruptcies.  Tliere  arc  alternatives  to 
banlcruptcy  and  fortunately  for  a  num- 
ber of  communities.  Consumer  Credit 
Counseling  Service  is  providing  alterna- 
tives to  those  who  feel  that  bankruptcy 
Is  Uie  only  route. 

At  present  there  are  some  145  Con- 
sumer Credit  Counseling  Service  in  op- 
eration In  the  United  States  and  Canada, 
serving  over  153  communities  directly 
through  satellite  offices.  These  services 
arc  aOillated  with  the  National  Founda- 
tion for  Consumer  Credit  which  is  head- 
quartered here  in  Washington. 

FUNDED     BT     VARIED     MEANS 

A  typical  cross-section  of  the  counsel- 
ing centers  shows  that  they  are  supported 
by  a  Joint  effort  of  credit,  insurance, 
banking,  legal,  and  retail  groups  in  the 
community,  with  cooperation  from  social 
services,  labor  unions,  service  organiza- 
tions, and  other  groups  Interested  in  the 
consumer  or  social  side  of  the  program. 


Generally.  50  percent  of  the  families 
that  come  to  Consumer  Credit  Counsel- 
ing Service  for  help  are  put  on  a  pro- 
rated payment  basis  and  liquidate  their 
Indebtedness.  Less  than  2  percent  of  these 
families  go  into  banki-uptcy. 

Here  Is  just  a  brief  list  of  what  Con- 
sumer Credit  Counseling  Service  pro- 
vides: 

First.  Reduces  the  number  of  per- 
sonal bankruptcies  by  providing  sound 
alternate  programs: 

Second.  Minimizes  the  garnishment 
and  assignment  of  wages  and  salaries: 

Third.  Relieves  employers  of  the  an- 
noying and  expensive  participation  In 
these  procedures; 

Fourth.  Assists  individuals  and  fami- 
lies in  credit  difficulties  by  recharttag 
their  financial  program,  returning  their 
accounts  to  current  status,  preventing 
loss  of  credit  standing: 

Fifth.  Restores  self-reliance  and  con- 
fidence in  family  well-being:  at  the  same 
time  strengthening  the  economic  fiber 
of  the  community; 

Sixth.  Reduces  absenteeism,  accident 
risks  and  generally  increases  worker 
efficiency  and  self  respect;  and 

Seventh.  Educates  consumers,  includ- 
ing the  consumer  of  tomorrow  in  the  in- 
telligent use  of  credit. 

It  should  be  pointed  out,  Mr.  Speaker, 
that  all  of  the  Consumer  Credit  Coun- 
seling Services  are  operated  on  a  "not 
for  profit"  basis. 

Tj'pical  of  the  counseling  services  Is 
the  Family  Financial  Counseling  Service 
of  Greater  Chicago.  Inc.  This  group  was 
established  in  1965  to  meet  three  im- 
portant goals:  First,  it  provides  solu- 
tions other  than  bankruptcy  through 
counseling  by  carefully  trained  and 
qualified  counselors  to  families  over  in- 
volved in  debt:  second,  in  acute  cases 
where    indebtedness    is    urunanageable 


and  threatens  disruption  of  the'  fair 
FFCS  obtains  the  cooperation  of  crsj 
tors  and  establishes  a  workable  prcjrsj 
for  orderly  debt  liquidation  wl»hln  t; 
ability  and  needs  of  the  family:  s: 
third.  It  provides  educational  propaa 
and  workshops  for  families,  persfl'n 
managers  and  creditors  to  encou-  ' 
productive  family  money  managemn 

The  pm-pose  of  the  FFCS  Is 
strengthen  wise  practices  in  the  fair, 
handling  of  money  and  credit  and  to  i 
habilitate  with  the  proper  financial  coi: 
selipg  those  families  whose  spend:] 
practices  have  made  them  a  problem 
themselves,  to  their  employers,  to  th! 
creditors,  and  to  the  community. 

NO  CHARGE  TO  EMPLOT13S 

Consumer  education  seminars  are  ( 
fered  on  a  no-charge  basis  to  employi 
and  community  groups.  The  purpose 
these  seminars  is  to  provide  employi 
and  community  residents  with  ways  .1 
means  of  getting  the  most  out 
income.  For  every  family  that  Is 
on  a  debt  repayment  program,  the  aget 
serves  at  least  two  families  who  needj 
nancial  counseling  only. 

The  debt  repayment  program  lasts! 
average  of  14  to  24  months.  In  which ) 
only  is  debt  liquidation  achieved,  but 
family  is  also  taught  financial  plani^ 
and  management  by  counselors  who 
trained  in  the  field  of  consumer  cr« 
and  family  expense  budgeting.  Each  jl 
the  FFCS  serves  thousands  of  fam« 
and  individuals  who  are  reached  throj 
seminars  and  lectures.  Through  Its  d 
repayment  program,  more  than  a  mil( 
dollars   a  year  has  been   repaid  to 
credit  community  under  FFCS  prograi 

In  about  40  percent  of  the  repaycr 
cases.  FFCS  conducts  negotiations  v 
the  c.ci'  '.ors  to  establish  proportion 
payment  programs  and  distribution 
family  income  by  FFCS.  The  cost  of 
ministering  these  programs  is  defra 
from  three  sources.  A  portion  is  covi 
by  withholding  10  percent  of  the  i 
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ments  remitted  to  creditors  as  their 
claims  are  repaid.  There  is  also  a  nominal 
client  charge  for  those  families  receiving 
m.ajor  debt  management  services.  A 
maximum  charge  of  $2  50  Is  paid  weekly 
by  those  families  which  can  afford  the 
fee.  Charges  to  families  may  range  from 
25  cents  weekly  to  $2.50  weekly.  In  real 
hardship  cases,  the  fee  is  waived  entirely. 
As  a  tax-exempt  organization.  FFCS  also 
receives  contributions  from  the  Chicago- 
land  community. 

Mr.  Speaker,  groups  such  as  Family 
Financial  Counseling  Service  of  Greater 
Chicago  and  the  other  counseling  centers 
throughout  the  country  are  constantly 
facing  a  financial  battle  to  keep  their 
operations  open.  In  some  localities  coim- 
seling  services  are  partially  funded  by  the 
Federal  Government  or  are  associated 
with  municipal  authorities  or  local  char- 
itable institutions.   Some  receive  funds 


from  communltywlde  charity  drives  such 
as  United  Way  or  United  Fund  Cam- 
paigns. However.  In  this  economic  situ- 
ation which  our  country  now  faces,  theic 
have  been  cutbacks  In  funding  for  many 
consumer  credit  counseling  centers.  If 
funding  is  reduced  to  too  low  a  level 
many  of  these  worthwhile  organizations 
could  be  forced  to  close  their  doors,  leav- 
ing thousands  of  families  across  the 
country  with  no  place  to  go  for  the  ex- 
tremely important  service  provided  by 
these  organizations. 

MORE    DEDUCTIONS    NEEDED 

One  of  the  most  Important  sources  of 
the  funds  received  by  these  service  cen- 
ters is  through  the  deduction  program 
under  which  creditors  allow  consumer 
credit  counseling  service  to  withhold  10 
percent  of  repayment  funds  as  a  fee 
for  providing  services.  It  Is  my  feeling. 


Mr.  Speaker,  that  If  more  credit  extend- 
ers joined  this  program  it  would  go  a 
long  way  toward  solving  the  problems  of 
credit  counseling  centers  and  I  highly 
recommend  such  action  to  all  companies 
that  deal  with  consumer  credit  in  any 
form. 

Mr.  Speaker,  It  Is  highly  stenlficant 
that  the  problems  of  the  Consumer  Cred- 
it Counseling  Service  have  been  en- 
dorsed by  many  businesses  and  organi- 
zations Including  the  AFL-CIO.  Be- 
cause of  the  outstanding  work  done  by 
Consumer  Credit  Counseling  Service.  It 
Is  imperative  that  their  operation  not 
only  be  continued  but  expanded,  so  that 
every  community  In  the  country  will 
benefit  from  their  services.  In  conclu- 
sion, let  me  point  out  that  I  strongly  rec- 
ommend this  outstanding  service  which 
is  designed  to  help  fellow  human  beings. 


NATIONAL  FOUNDATION  FOR 

CONSUMER  CREDIT,  INC. 

UIQ  H  STREET,  N.W. 

WASHINQJON,  D.  C  20006 


Nonprofit  Org. 
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.  .  .  The  Satiunal  Foundation  for  Consumer  Credit 
is  a  non-profit,  non-partisati  organization,  dedicated 
to  promotini>  the  intelligent  use  of  credit  as  an  instru- 
ment of  personal  and  family  financial  planning. 

Founded  in  7  95/  to  provide  an  intermediary  between 
the  individual  consumer  and  an  increasingly  complex 
credit  economy,  the  National  Foundation  has  he- 
come,  I  believe,  the  onlv  true  voice  of  consumer 
credit  in  the  United  States  cuid  Canada.  It  has  no 
a.xe  to  grind,  and  ./v  represents  every  point  of 

society  in  that  its  officers  and  trustees  come  not  only 
from  the  business  community,  hut  also  from  the  pro- 
fessions, education,  social  welfare  and  labor. 

The  result  of  this  joining  ,..,^^.iter  in  a  conunon  cause 
is  that  members  of  all  concerned  sectors  of  society 
have  found  the  NFCC  to  be  the  ideal  forum  for  the 
discussion  of  their  nuitual  needs  and  objectives. 

I  lie  National  Foundation  for  Consumer  Credit  has 
been  identified  as  a  501  (cj  3  Tax  Exempt  Public 
Foundation  by  the  United  States  Internal  Revenue 
Service  in  recognition  of  its  dedication  to  serving  the 
public  interest  and  has  earned  your  support  .  .  . 

From  an  address  by  RICHARD  F.  KERR 

Chairman  of  the  Board 
National  Foundation  for 
Consumer  Credit 
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The  purposes  of  the  Foundation  as  stated  in  its 
Articles  of  Incorporation  are: 

(a)  To  engage  in  basic  inquiry  and  research  into  the 
sociological,  economic  and  other  aspects  of  con- 
sumer credit  and  to  publish  or  otherwise  inalxc 
available  to  the  public  the  information  gathered 
in  such  research; 

(b)  To  develop  courses  of  study  and  educational  ma- 
terials in  the  field  of  consiuner  credit  for  the 
use  of  schools,  colleges,  and  other  educational 
institutions,  and  in  adult  education: 

(c)  To  josier  and  encourage  the  organizatiott,  t-^iub- 
lishment,  and  proper  functioning,  within  the 
framework  of  established  and  recognized  guide- 
lines, of  non-profit  consumer  credit  counseling 
agencies: 

I  J)  ](>  cause  to  be  published  and  to  distribute  ad- 
dresses, reports,  treatises  and  otlier  works  on 
consumer  credit  subjects: 

(ei  io  itiuiiuuin  u  consumer  credit  librarv  and  re- 
search infornmtion  center.  .  .  . 

From  tlie  BY  LA  WS  of  the  National  Foundation 

ARTKFF  FPurpose.s 


Amid  urovvinti  public  rccosinilion,  NFCC  con- 
tinues  to  expand  and  to  explore  new  avenues  for 
service  ihrt)ugh  creative  programs  of  Education, 
Research  and  Counselinti. 
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NFCC  helieves  thiu  fostering  public  .. .....^acss  of 

what  Credit  is  and  of  what  it  can.  cir  can  not,  do  is 
the  primary  means  of  insuring  us  judicious  use. 

To  this  end,  NFCC  carries  on  an  extensive  pro- 
gram of  education  and  public  information. 

—The  NFCC  textbook  "'Using  Our  Credit  Intelli- 
gendy,"  now  in  its  eighth  printing,  has  been  approved 
for  use  in  over  3,000  classrooms.  Brochures  ex- 
cerpted from  the  text  are  pubhcly  available  on  such 
specific  topics  as  "Establishing  Good  Credit."  "How 
to  Measure  Your  Credit  Capacit\""  and  "The  Emer- 
gency Problem:  What  to  Do  About  It." 

— An  inter-disciplinary  curriculum  for  the  training 
of  Credit  Counselors  and  a  icstinc  instrument  for 
their  accreditation  are  being  .  sociation 

with  several  colleges  and  universities  who  arc  sensi- 
tive to  the  growing  need  for  such  an  academic  pro- 
gram . 


— NFCC  ixLL^  \.\unpiled  for  radio  and  television 
broadcast  a  manual  of  Public  Service  Spot  Announce- 
ments on  the  intelligent  use  of  Credit. 

— NFCC-affiliated  Consumer  Credit  Counseling 
Services  in  Canada  provide,  in  co-operation  with  the 
Canadian  government,  mandatory  remedial  Con- 
sumer Education  to  all  citizens  making  legal  resort 
to  Bankruptcy. 
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Because  reliable  information  is  essential  to  effec- 
tive and  conscientious  action,  NFCC  engages  in  a 
variety  of  investigations  into  the  personal,  profes- 
sional, educational  and  socio-economic  aspects  of 
Consumer  Credit. 

jlating  iinance  are  gathered 

by  quarterly  questionnaire  from  NFCC  Consumer 
Credit  Counseling  Services  nationwide.  The  results 
are  published  and  put  at  the  disposal  of  persons  or 
agencies  interested  in  the  field  of  Consun,      '"  :dit. 

— A  monthly  newsletter.  Members'  Bulletin  re- 
po<  NFCC  members  and  supporters,  edi 

and  legislators  on  current  events  in  the  field  oi  con- 
sumer Credit  and  on  the  activities  of  the  Foundation. 

— NFCC  Officers  and  staff  have  contributed  im- 
partial evidence  to  the  deliberations  of  such  bodies 
as  the  National  Commission  on  Consumer  Finance 
and  the  Commission  on  the  Bankruptcy  Laws  of  liie 
United  States. 

— Supplements  lo  the  Members'  Bulletin  piuviue 
to  Foundation  members  synoptic  reports  of  federal 
Commission  studies,  current  legislation  and  perti- 
nent speeches  made  by  professionals  in  the  field  of 
Consumer  Credit. 
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counsettnG 

Since  the  (ncrcxtcnsion  of  pcrsonn!  income  is  a 
^-  :i  >  •!'  distrc-s  !o  the  hi!  family  and 

of  polentia!  loss  to  ll^  -oncentrates 

Oil  fiivtncial  rehabilitation  tl'  dit  Counseling. 

— There  aie  presenuy  145  NFCC -afliilialeu  con- 
sumer Credit  Counseling  Services  in  operation  in  the 
United  Slates  and  Canada,  serving  over  l'^'>  cnm- 
numities  directly  or  through  satellite  offiv. 

— The  Services  are  united  under  a  Council  of  Non- 
profit Consumer  Credit  C'  Services  which 
f mictions  wholly  within  the  </.  !>y~laws,  guide- 
lines and  operational  proi-ediircs  vi  .n  r  CC 


Member  Services  arc 
identified  by  a  Logo  which 
indicates  that  they  adhere  to 
the  standards  of  professional 
practice  established  h_\  the 
Council  and  the  I'oundaiioii. 


ONSUMER 
REOIT 
OUNSeUNG 


ERVICE 


— While    most   CCCS   are    autononKHss,   commu- 
iiitN-supported   agencies,   sin.  illv   funded 

by  the    federal   go\ernment   or  with 

municipal  authorities  or  local  charitable  institutions. 
All  are  bona  fide  non-profit  services. 


—  To  communities  interested  in  establishing  a 
Credit  Counseling  Service,  NFCC  provides  experi- 
enced consultation,  organizational  guidelines  such  as 
the  manual  "Plans  and  Working  Suggestions."  staff 
training  and  printed  materials. 
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> 


//ONSUMER 
/    REDIT 
l/OUNSEUNG 


ERVICE 


STATEMKNT  OF  PURPOSK  AM) 
CODK  OF  ETHK  S 

— To    provide    a    non-piojn    conmnmity    service 
dedicated  to  prr^-'-'' '•■'■'ntial  aiuf  •"■''cs.sii'nal 

aid  and  rehahiliiate  financially  distressed 
families  and  individuals,  regardless  of  race,  creed, 
national  origin,  col  'cial  position  or  financial 

St  (:'■'■■ 

'uniuiiiiv  consumer  education   on 
jdinily  /'  manage  'ng  and  the  intel- 

ligent use  oj  credit. 

(idhere  to  t/i.  F.thics,  Policies  and 

Gitideliiu  ouncil   of    CCCS 

agencies. 

POLICY 

.•1/-/.   (  (  ( ',S   cii^civ     •     '-hail  inainlaiii  u. 

nniiiity  /u/s* v  csentation  on  tht 

ing  board,  with   no;   more  than  4i  pre- 

senting the  credit-'.  (>mnnmitx. 

,.  uincial  matters  an<l  refrain  from  giving  legal 
lid  vice.     Noit-finuh  >>rohlems    should    Ih' 

referred  to  other  appropriate  agencies 

All.  i  llS  agencies  shall  deposit  clients  junds  m 
a  trust  accomu.  All  service  employees  shall 
he  bonded;  all  funds  insured,  books  audited, 
and  certified  periodically  by  an  independent 
CI' A   or  acamnting  firm. 

*         *         *         * 
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MFMBKRSHIP 


The  National  Foundation  lor  Consumer  Credit 
encourages  the  active  participation  of  ai!  who  have 
an  honest  concern  for  the  securily  of  the  consumer 
and  the  integrity  of  the  marketplace. 

The  Bylaws  of  the  Foundation  pro\idc  for  mem- 
bership according  to  the  foDowing  categories: 

Regular  tnemhers  of  this  Foundation  shall  consist 
of  those  individuals,  firms,  foundations: 

....    whii)  ntdhiTain  th,eir  regular  metnhership  in 

''V  lull  I'iiviNen!  (if  di  or  be- 

joiv  u  csiahli'-        !>;•  ilw  paynicii!  ihereof, 

in  uccoui^,,,,  t:  witli  ,n,    -^hedule  adopted  hv  the 

Board  oi  Trustees. 


Sustaining  members  shall  con\  ndivid- 

uals,  organizations  or  associai 

who   make  financial   c-  his 

foundation  on  a  voluntary  buMs,  oiuer  than  pay- 
ment of  dues. 


Associate  Members  shall  consist  of  the  individuals 
or  organizations: 

.   .   .  who  are  able,  l)y  reason  of  professional  or 
civic    attaiunieiii:  '  ■     tiw    Foundation    the 

benefit  of  advice. 

From  t/ie  BY  LA  W  ^  of  the  '  d  Foundation 

ART  III.  ul:  Sections  1-3 

In  addition,  interested  individuals,  educational  or 
charitable  institutions  and  libraries  may  receive  cer- 
tain services  and  publications  of  the  Foundation  on 
a  subscription  basis,  nr  pn;//^  nni^n  evidence  nf  need 
and  worthy  purpose 

50-338   (Pt.    I)   O  -  75  -  16 
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LEADERSHIP 


The  property,  afjairs  and  business  of  the  Founda- 
tion shall  be  managed  and  controlled  and  all  cor- 
porate powers  shall  be  exercised  by  or  under  the 
authority  of  its  Board  of  Trustees. 

From  the  BY  LA  WS  of  the  National  Foundation 

ARTICLE  IV:  Section  J 


BOARD  OF  TRLSlttS 


DONALi  KNES,  JR. 

American  Invesiment  Company 

WILLIAM  M.  BATTEN 
J.  C.  Penney  Company,  Inc. 

CLARK  W.  BLACKBURN 

Family  Scrvi.  <•  A';^<i.i  -i.m  "•' 
.Ameri^ , 

PETF£R  BO.MMAKllO 
United   Rubber  Worker ■■ 
Imernation^: 

WALLACE  L.  bKi^L.M  K 
John  Breuner  Company 

RAFAEL  CARRION.  JR. 
Banco  Popular  de  Puerto  Rico 

ASHLEY  D.  DeSHAZOR 

Montgomery  Ward 
and  Comp;wy,  Ir.c. 

HARR\ 

Capital  Fiii.M 
(Ret.) 

WILLIAM   A.  GlLl.EN 
AEL-CIO  Insurance  Wn't,  :^ 
International  Union 

EDGAR  HIGGINS,  ESQUIRI- 
Beneficial  Corporation 

ALBERT  C).  HORNER 
Credit  Counseling  Cenu 

L.  A.  JENNINGS 

The  Riggs  Nittional  Bank 

DR.   ROBERT  JOHNSON 

Purdue  University 

RICHARD  F.  KERR 
Federated  Department  Slorc^ 

CHARLES  G.  KLOCK 

General  Electric  Credit 
Corporation 

ERVIN  E.  LAMPERT.  SR 
R.  W.  Norman  Company,  liic 


TH  LARKIN 

America 

K.XLI'H   LAZARUS 
Federated  Department  Stores 

DR.  SELMA  UPPEATT 

(,,  ..ri.r-  Washington  Universiis 

■■,¥.   A.   MEANY 
\l  1  -V.10 

JOSEPH   D.  MINUTILLI 
Commercial  Credit  Cornoratioii 

W.  JARVIS  MOOD\ 

' n  Securit>'  anu   i  ,  i:^'. 

an\ 

SIANLEY   G.   PETZEL 

Ajipii.incc  Buvcrs  Credit 


1).   L.   KL.illLRI  Oki 
[he  Retail  Credit  Cn 
Aitihates 

HOWARD  5.  ..  i.,,v.^., 
Ciii/ens  and  Southern 
National  Bank 

JA.MES  A.   SUFFRiDGl 
Reiai!  Clerks  hv 
Association 

BhNJAMlN   .\1.    IROOBOFF 
.Atlanta  University 

KAL  WALLER 

CCt  S  of  Metrop 
Cleveland 

f     i:    WARDLOW 

csgc  Company 

ALLLN   E.  WEIDMAN 
AVCO  Financial  Services 

IV  . 

Aiiivi  II..11I  1  .11.11.^..  ...■ 

I      F     WHPELER 

-ck  and  Company 
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RESPONSIBILITY 

Except  as  otherwisv  provided  in  these  Bylaws,  the 
Executive  Committee  lietween  meetings  of  the  Board 
oj  Trustees  shall  ha>  c  all  of  the  powers  and  duties  of 
the  Board. 

From  the  BY  LA  WS  of  the  National  Foundation 

ARTICLE  VI:  Section  2 


OFFICERS 


KiCHAKO  h.    KE-.KK 


Past  Chairman  (>i 
STANLEY  C.   1'1.1/hL 
Appliance  Bii\cts 
Credit  Coiporan<ni 

President 
ROBERT   E.  C.I  I 
Niulonal  F'-iund.ii 
Consumer  CreJ 

Treasur, 

ROBEK  ,\S1C)N 

Amerituii  i  iiiance  Ntana. 
Corporation 


of  the  Board 
HOWARD   S.  STARKS 
1  he  Citizens  and  Southern 
National  Bank 


KD 

■innans' 


All 


Assistant  'licasuici 
MARY  QLINN-CA 
National   Foundation  lu: 
Consumer  Credit 


EXECL'TIVE  COMMITTEE 


CLARK  \V.   ULACKbLK.N 
Family  Service  Association 
of  America 

JOHN  H.  CURRAN 

Family  Service  Bure;. 

Brantford  and  Brani  cui  ^^ 

ASHLEY  D.  DeSHAZOR 

Montgomery  Ward 
and  Company.  In, 

DALE  J.  HEKHl  IS 
General  Electric  Credit 
Corporation 

WILLIAM  D.  HENDRY 
Household  Finance  Corporati 

WALLIS  G.  HOCKER 
J.  C.  Penney  Company.  Inc. 

JOHN  L.  KELEHER.  JR 

American  Investment 
Corporation 

KENNETH  LARKIN 
Bank  of  America 


A.NlliUNi    J.   Aii.i.NJ  L  HE.    HI 
CCCS  of  Greater  New  Orleans, 
Inc. 

GFOiw<..  ^.  . ^- 

Beneficial  Management 

Ci.rnoration 

V.  A  ENS,  JR. 

Nuaii  Caiolina  National  Bank 

!  ro  ■ ■  ■'■ 


,SCI  'v  Iv 


.  /■%!   1--V   »  v> 


GEORGE  A.  SPEER 
Northwestern  Bank  and 

Tiust  Company 

J  EWART 

iar.iils   Fia.uicial  Coimscling 
Service  of  Greater  Chicago 

WALTER  W.  VAUGHAN 
.American  Security  and 
Trust  Compan> 

LINDEN  E.  WHEELER 

Scars.   V''»fH!t.  V    ■mrl  ("iimnan\ 
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NATIOMAL    rOUNDATlON 

FOR 
CONSUMER    CREDIT 


//A 


The  certificate  of  recognition  awarded  lo  the 
National  Foundation  for  Consumer  Credit  by  the 
Department  of  Housing  and  Urban  Development  at 
the  NFCC  Annual  Meeting  in  November,   1971. 
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STATEMENT  OF  ROBERT  E.  GIBSON,  PRESIDENT,  NATIONAL  FOUN- 
DATION FOR  CONSUMER  CREDIT  OF  WASHINGTON,  D.C.,  ACCOM- 
PANIED BY  DR.  RUTH  HARRIS 

Mr.  Gibson.  My  name  is  Kobert  E.  Gibson.  I  am  president  of  the  Na- 
tional Foundation  for  Consumer  Credit  of  Washington,  D.C.  I  am  ac- 
companied by  Dr.  Kuth  D.  Harris,  a  member  of  the  facility  of  the 
Virginia  Polytechnical  Institute  of  Blacksburg,  Va.,  who  is  presently 
engaged  in  developing  on  behalf  of  the  National  Foundation  for  Con- 
sumer Credit  a  program  of  consumer  credit  counselor  certification.  Dr. 
Harris  is  presently  engaged  in  studying  the  elements  which  constitute 
professional  counseling  of  debt-distressed  families,  and  the  impact  of 
nonprofit  community  agencies  in  relieving  that  debt  distress.  The  Na- 
tional Foundation  for  Consumer  Credit  is  a  nonprofit  public  founda- 
tion which  comprises  two  major  elements:  (1)  a  broad  field  of  credit 
grantors,  including  banking,  consumer  finance,  retailing,  collection 
agencies,  and  manufacturing,  and  (2)  major  credit  users,  including 
organizations  such  as  the  AFL-CIO,  Family  Service  Association  of 
America,  American  Psychological  Association,  the  National  Urban 
League,  Legal  Aid  and  Public  Defender  Service,  and  consumer  action 
groups. 

The  National  Foundation  for  Consumer  Credit  was  established  as  a 
forum  wherein  major  credit  grantors  and  major  credit  users  could  dis- 
cuss the  nonmortgage  credit  organism,  now  approximately  $190  bil- 
lion, and  the  strengths  and  weaknesses  of  the  credit  mechanism  within 
the  American  economy.  [Attached  for  informational  purposes  is  a  bro- 
chure which  describes  the  educational,  research,  and  counseling  activi- 
ties of  the  foundation,  along  with  a  listing  of  the  members  of  the 
executive  committee  and  the  board  of  trustees  which  give  leadership 
to  our  efforts.] 

During  1974,  there  were  168  consumer  credit  counseling  offices  serv- 
ing communities  throughout  the  United  States  and  Canada,  and  pro- 
viding assistance  to  approximately  142,000  families  who  sought  relief 
from  debt  distress  outside  of  the  bankruptcy  courts. 

The  National  Foundation  for  Consumer  Credit  has  adopted  a  policy 
of  referral  for  legal  assistance  to  any  family  who  requires  this  specific 
relief ;  however,  our  primary  service  is  to  those  individuals  and  families 
who  wish  to  honor  their  contractual  obligations  and  stabilize  their  fi- 
nancial affairs,  because  bankruptcy  is  not  a  solution  without  education. 

During  1974  nonprofit  consumer  credit  counseling  services  returned 
to  the  American  economy  approximately  $88  million,  and  developed 
debt  liquidation  programs  for  approximately  56,000  families  of  the 
142,000  which  applied  for  relief.  Of  the  86,000  families  who  were  not 
]>laced  in  debt  liquidation  programs,  approximately  10  percent — or 
8,600  families — were  referred  for  legal  assistance,  and  many  of  these 
losorted  to  relief  through  the  bankruptcy  courts.  The  remaining  77,400 
families  were  assisted  through  professional  budget  counseling  and  were 
able  to  handle  their  own  personal  affairs  and  meet  personal  and  family 
contractual  obligations  through  their  own  efforts. 

Bankruptcy  is  and  should  be  a  form  of  relief  available  to  individuals 
and  families  who  find  themselves  in  a  debt  distressed  situation  through 
circumstances  over  which  they  had  little  or  no  control. 
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The  National  Foundation  for  Consumer  Credit  and  its  members — 
both  credit  grantors  and  credit  using  groups,  recognize  the  necessity 
for  a  judicial  mechanism  which  affords  a  fresh  start  when  external 
adversity  or  catastrophe  affects  the  bond  between  creditors  and 
consumers. 

The  National  Foundation  for  Consumer  Credit  firmly  believes  that 
the  bankruptcy  system  as  presently  constituted  does  not  provide  a 
fresh  start  in  that  little  or  no  effort  is  made  to  assist  applicants  for 
relief  to  understand  how  they  got  into  difficulty  and  ways  to  avoid 
future  financial  problems. 

We  believe  that  serious  consideration  should  be  given  to  requiring 
applicants  for  bankruptcy  relief,  under  either  a  judicial  or  adminis- 
trative system,  to  seek  financial  counseling  through  an  existing  com- 
munity sponsored  credit  counseling  service  or  a  social  service  agency 
such  a  family  service  agency  or  labor  counselor  especially  trained  to 
do  the  job. 

As  previously  stated,  the  primary  role  of  the  168  agencies  which 
operated  last  year,  and  the  growing  number  of  community  services  now 
in  operation,  is  to  assist  families  to  avoid  bankruptcy  through  a  pro- 
gram of  cooperation  between  the  consumer,  the  counseling  service,  and 
the  credit  grantor ;  however,  our  task  to  counsel  and  educate  should 
also  encompass  those  individuals  and  families  who  require  the  relief 
afforded  by  the  bankruptcy  system. 

The  National  Foundation  for  Consumer  Credit  wishes  to  convey  its 
availability  and  readiness  to  assist  in  the  development  of  a  true  fresh 
start  for  individuals  and  families  who  find  it  necessary  to  resort  to  the 
bankruptcy  process. 

If  the  Congress  does  not  choose  to  legislate  the  use  of  consumer 
credit  counseling  services  or  other  social  services  to  aid  debt  distressed 
individuals  and  families,  we  sincerely  hope  that  this  subcommittee  will 
urge  greater  use  of  family  debt  counseling  agencies  through  the  legis- 
lative history  of  the  proposed  bill. 

On  behalf  of  the  officers  and  trustees  of  the  National  Foundation 
for  Consumer  Credit,  I  would  like  to  express  my  sincere  appreciation 
for  the  opportunity  to  appear  before  this  committee  and  to  be  part 
of  your  deliberations  concerning  changes  in  the  bankruptcy  laws  of 
the  United  States. 

Senator  Burdick.  Thank  you  very  much.  Dr.  Harris,  do  you  have 
anything  to  add  ? 

Dr.  Harris.  Not  at  this  point.  I  will  be  talking  about  the  certifica- 
tion program  a  bit  later. 

Senator  Burdick.  One  of  the  first  questions  that  comes  to  my  mind 
is :  Are  services  of  this  type  available  in  all  sections  of  the  country  ? 

Mr.  Gibson.  No,  they  are  not,  and  unfortunately  North  Dakota  is 
one  of  the  States  that  does  not  provide  consumer  credit  counseling  at 
this  time.  There  are  eight  States  which  do  not  provide  this  kind  of 
service. 

We  have  been  held  up  in  Virginia  through  resistance  there  for  a 
number  of  years  in  establishing  nonprofit  consumer  credit  counseling 
services.  This  was  deemed  the  unauthorized  practice  of  law  in  the 
Commonwealth. 

Recently  the  Virginia  Assembly  has  passed  legislation  permitting 
the  establishment  of  nonprofit  consumer  credit  counseling  services.  It 
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has  been  signed  by  the  Grovernor  and  at  the  present  time  guidelines 
are  being  drafted  by  the  Corporation  of  the  Commonwealth  to  enable 
us  to  begin  operation  there. 

Senator  Burdick.  Where  these  services  do  exist,  how  are  they 
supported  ? 

Mr.  Gibson.  Support,  comes  in  a  variety  of  ways.  Basically  the  sup- 
port comes  from  the  credit-granting  community.  There  is  an  assump- 
tion that  the  practice  of  credit  granting  often  results  in  casualties  for 
some  families,  either  through  permission  or  overextension  of  family 
credit  or  through  the  marketing  mechanism  or  through  some  other 
means. 

Families  are  encouraged  to  use  credit  intelligently ;  often,  however, 
due  to  mismanagement,  catastrophic  illness,  or  for  other  reasons,  fam- 
ilies get  into  difficulty ;  credit  grantors  recognize  this  and  ethical  peo- 
ple in  the  credit  field  understand  their  responsibility  to  support  our 
programs. 

By  and  large  our  support  comes  in  the  form  of  a  "fair  share"  contri- 
bution. We  recognize  that  equity  situations  exist.  Those  organizations 
and  individuals  who  have  the  loose  credit-granting  practices  pay  the 
largest  share  of  our  service. 

Normally  we  ask,  on  the  basis  of  a  3-year  experience  by  a  service, 
one  that  is  established  and  operating  effectively  in  a  community — this 
can  be  a  self-supporting,  free  standing,  community  organization — 
support  in  the  amount  of  about  10  percent  of  returned  dollars. 

These  are  uncollectable  dollars  returned  to  banks  or  retail  stores,  to 
collection  agencies,  and  to  others.  We  feel  in  some  instances  because 
we  are  getting  United  Way  support  in  other  areas  and  employer  sup- 
port, they  recognize  the  value  of  holding  down  garnishment  where 
that  is  permitted  by  law.  They  are  of  the  opinion  they  should  also  sup- 
port, on  an  annual  contribution  basis,  these  counseling  services. 

By  and  large  the  funding  for  these  agencies  comes  from  the  business 
community — from  the  credit  grantors. 

Senator  Burdick.  Of  course  the  thrust  of  the  program  is  to  try  to 
rehabilitate  the  debtor  in  some  manner  before  he  has  to  file 
bankruptcy. 

Mr.  Gibson.  Yes.  Education  is  terribly  important.  We  have  done  a 
very  inadequate  job  in  the  educational  system.  Our  schools,  by  and 
large  have  not  required  consumer  education  of  which  credit  educa- 
tion is  a  major  aspect. 

As  a  consequence  we  are  equipping  boys  and  girls  to  perform  voca- 
tional tasks ;  to  enter  the  trades  and  professions ;  but  we  are  not  equip- 
ping them  to  handle  the  money  that  is  available  to  them  on  a  basis  of 
work  income  after  leaving  school. 

Particularly  now,  at  a  time  when  States,  in  their  wisdom,  are  per- 
mitting 18-year-olds  to  exercise  full  financial  responsibility,  giving 
them  all  of  the  rights  of  majority,  where  the  pressure  is  to  have  a 
supereight  car,  a  pad,  furniture,  and  all  the  luxuries  and  amenities  of 
life.  This  puts  some  of  these  young  people  in  very  difficult  circum- 
stances, circumstances  they  are  unequipped  to  handle. 

Senator  Burdick.  I  can  well  follow  what  you  have  to  say.  The  Sen- 
ator did  not  have  all  of  those  things  when  he  started  out.  Should  any- 
thing be  done  about  all  of  the  inducements  that  a  young  person  is 
faced  with?  You  see  ads  for  cars  that  are  not  sold  for  a  total  price 
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but  a  downpayment  and  payments  per  month,  and  furniture  the  same 
way.  I  do  not  see  anything  illegal  about  it. 

Mr.  GiBSox.  The  marketing  mechanism  created  by  the  American 
economy  has  a  role  in  this  and  many  people  are  ill  equipped  to  handle 
the  number  of  appeals  for  their  purchase  dollars  and  for  goods  and 
services  in  the  country. 

I  do  not  think  anything  other  than  a  strong  educational  program 
down  the  road  at  some  point — 5,  10,  or  20  years  from  now — would 
equip  people  to  make  better  decisions  and  to  avoid  the  pitfalls  of 
overextension. 

It  occurs  to  me  that  rather  than  a  legislative  or  judicial  kind  of 
program,  an  educational  program  is  sorely  needed. 

Senator  Burdick.  Listening  to  your  statement,  counseling  takes 
place  after  he  gets  in  trouble.  Is  there  any  way  you  could  get  counsel- 
ing out  before  trouble  starts  ? 

Mr.  GiBSox.  I  will  refer  that  to  Dr.  Harris. 

Dr.  Harris.  Much  more  could  be  done  within  the  school  system  con- 
cerning consumer  education.  I  would  like  to  relate  a  bit  of  informa- 
tion about  myself  and  how  I  got  into  this  particular  certification 
program. 

Some  few  years  ago,  I  grew  up  on  a  farm.  My  father  believed  that 
if  you  wanted  to  buy  anything,  you  paid  cash  for  it.  We,  of  course, 
did  not  make  much  money;  we  lived  on  a  very  small  farm  in  south 
Georgia.  If  we  did  not  have  much  money,  we  had  grits  and  fatback 
for  breakfast.  Since  that  time  things  have  changed.  People  no  longer 
pay  cash  for  goods. 

Senator  Burdtck.  You  seem  to  have  done  well  on  it. 

Dr.  Harris.  I  think  one  of  the  primary  things  I  benefited  from  dur- 
ing my  childhood  was  the  fact  that  the  farm  was  a  family  enterprise. 
Everybody  participated.  Everybody  worked. 

Since  that  time  I  have  become  a  faculty  member  of  VPI.  Faculty 
members  are  expected  to  do  research  and  so  I  wrote  a  proposal.  I  knew 
Mr.  Gibson  and  had  worked  in  consumer  education  for  some  time,  so 
I  submitted  the  proposal  to  the  National  Foundation  for  Consumer 
Credit. 

My  goal  was  to  develop  a  research  project  which  would  identify 
qualities  needed  by  counselors  for  credit  counseling.  I  had  heard  things 
about  consumer  credit  counselors  and  I  wondered  what  credit  counsel- 
ing involved. 

Since  that  time,  after  going  out  in  the  field  and  sitting  in  on  some 
of  these  counseling  sessions,  my  views  have  changed.  The  research 
project  has  been  very  rewarding  to  me  as  a  person  because  I  have  got- 
ten out  into  the  real  world  to  see  just  what  very  good  things  these 
people  are  doing.  I  would  like  to  tell  you  about  one  interview  session 
I  sat  in  on. 

It  was  in  Atlanta,  Ga.  A  man  and  his  wife  came  in  for  the  inter- 
view. In  these  interview  sessions  generally  the  couple  will  make  an 
appointment  for  an  interview  and  of  course  the  counselor  will  re- 
quest that  they  bring  in  information  concerning  their  budget  and  their 
bills. 

With  this  particular  couple,  the  man  was  working.  He  had  a  very 
good  job  making  around  $20,000  a  year.  It  seemed  that  during  the  ses- 
sion he  indicated  they  were  making  house  payments  of  $400  a  month. 
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They  were  paying  $2,000  a  year  for  tuition  for  their  children  to  go 
into  private  schools.  They  could  meet  all  of  their  bills  up  to  a  certain 
point  but  inflation  set  in. 

The  heating  bill  had  doubled.  They  were  getting  behind  on  pay- 
ments. They  began  to  have  problems  within  the  family.  Being  in  home 
economics,  I  recognized  the  importance  of  a  good  family  relationship. 

His  wife  would  say,  "Dear,  you  do  not  love  me  any  more.  We  are 
under  all  this  stress."  He  goes  out  and  buys  a  nice  gift.  What  does 
this  do  to  his  family  budget?  These  people  run  into  all  kinds  of 
problems. 

Throughout  the  certification  program  I  have  gotten  to  know  a  good 
bit  about  what  takes  place  in  consumer  credit  counseling.  Besides  hav- 
ing many  families  who  are  on  low  income  budgets,  we  have  a  good 
many  people,  who  are  on  medium  and  high  income  budgets.  Would 
you  believe  they  work  with  people  who  are  making  $30,000,  $40,000, 
$50,000  a  year  as  well  as  those  who  make  $6,000,  $7,000  and  $8,000  a 
year. 

Going  back  and  talking  about  some  of  the  competences  these  people 
needed  in  the  research  program,  we  started  out  trying  to  identify  the 
pliilosoiihy  of  the  organization. 

We  found  that  not  much  work  had  been  done  in  terms  of  research. 
Wliat  are  the  basic  beliefs  of  these  people  ?  We  called  together  repre- 
sentatives of  the  organization  throughout  the  United  States  and  Can- 
ada and  began  to  identify  the  basic  beliefs  and  philosophy  of 
counseling. 

I  have  found  that  they  believe  you  can  help  people  through  coun- 
seling; that  education  is  important  in  helping  them  to  work  through 
the  problem.  The  success  of  having  paid  their  bills  and  knowing  they 
do  not  have  to  go  down  in  disgrace,  is  a  learning  experience  and  very 
rewarding  to  the  client. 

The  clients  say  that  they  are  helped  by  having  the  feeling  that  some- 
body cares.  They  saw  that  somebody  sits  down,  takes  an  hour  and  a 
lialf  in  ta^knig  with  them  in  an  interview  and  helps  them  solve  their 
debt  problems. 

These  people — counselors — need  to  be  competent  in  terms  of  how  to 
relate  to  people.  They  need  to  know  a  bit  about  family  financial  man- 
agement. How  to  deal  with  people.  How  to  recognize  the  gaps,  the  weak- 
nesses in  the  way  families  are  spending  their  money.  They  need  to 
know  how  to  manage  the  clients'  budget,  and  make  recommendations 
or  referrals.  If  clients  are  having  problems  referrals  should  be  made 
to  family  counselors,  or  to  lawyers,  et  cetera.  If  they  are  really  at  the 
point  that  they  need  to  go  into  bankruptcy,  then  counselors  need  to 
make  needed  referrals  to  lawyers. 

In  iroino;  throup-h  the  research  project  and  identifying  the  basic 
philosophies,  we  identified  the  tasks  counselors  do,  and  from  that  we 
identified  competences  the  counselors  needed  to  carry  out  family  debt 
counseling. 

From  the  competences  we  have  identified  questions  to  measure 
those  competenres  and  at  tliis  point  we  are  pilot  testinc;  and  trying 
the  instrument  out  for  a  certification  program.  Built  within  this  certi- 
fication program  is  an  element  in  which  these  individuals  can  identify 
weaknesses  and  study  to  overcome  the  weakness.  We  have  a  program 
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built  in  where  they  can  build  these  competences  through  in-service 
education. 

We  do  not  have  a  university  in  the  United  States  that  is  preparing 
these  people  to  do  the  job  that  they  are  doinc;.  No  mechanism  for  doing 
the  job  has  been  established.  I  think  this  is  one  need  in  terms  of  edu- 
cation. I  know  I  have  been  in  consumer  education  and  home  economics 
for  some  15  years.  We  teach  consumer  education  many  times  in  an 
ivory  tower.  We  do  not  get  out  there  where  the  real  world  is.  This  is 
another  element  we  need  to  include.  I  think  it  is  very  important  that 
these  people  have  a  chance  to  have  a  fresh  start.  We  can  work  with 
these  people.  Gradually  we  can  put  them  back  on  their  feet  and  after 
2  years  they  can  go  it  alone.  That  is  about  it. 

Senator  Burdick.  I  do  not  know.  It  is  a  big  job.  A  worker  who  gets 
$400  or  $500  a  month  and  we  will  take  this  for  an  example,  he  will  buy 
a  car,  pay  his  rent 'and  he  has  used  up  the  entire  $500.  There  is  no 
surplus,  there  is  nothing  to  fall  back  on,  so  if  he  gets  sick  or  if  inflation 
hits  him  he  is  in  trouble.  In  consumer  education,  do  you  talk  about 
having  a  little  extra  there  for  a  fall-back  position? 

Dr.  Harris.  Yes,  we  certainly  do.  Within  these  programs  the  indi- 
viduals have  classes  in  which  the  clients  can  come  in  and  attend.  More 
important  the  education  they  get  is  going  through  this  process  of 
getting  themselves  back  on  their  own  feet.  Each  individual  client  is 
different. 

You  cannot  say  we  will  generalize  across  the  total  population  and 
you  only  pay  so  much  for  rent.  Everybody  is  different.  They  work  on 
a  1-to-l  basis.  They  sit  down  and  face  the  individuals,  the  client  feels 
if  he  needs  to  he  can  pick  up  the  telephone  and  call  the  counselor  and 
say,  "I  have  run  into  a  problem.  AVliat  do  you  suggest  I  do  about  it?" 
It  is  the  person-to-person  interaction  that  I  think  is  important  here 
also. 

Mr.  Gibson.  Senator,  I  would  like  to  add  in  terms  of  working  with 
families,  as  Dr.  Harris  has  suggested,  a  professionally  trained  coun- 
selor does  not  tell  them  what  courses  of  action  to  take.  We  try  to  work 
within  their  own  values,  with  their  own  goals  and  aspirations. 

We  are  talking  about  education  on  a  1-to-l  basis  and  as  you  have 
suggested,  this  is  after  families  have  gotten  into  difficulties  and  have 
been  referred  to  us  by  union  shop  stewards,  by  the  clergy,  by  a  credit- 
grantor,  or  a  friend,  but  they  come  to  us  with  hopes  and  aspirations 
that  far  exceed  their  living  circumstances. 

They  want  a  brandnew  supereight  car,  they  want  brandnew  furni- 
ture and  a  color  television  and  all  of  that.  Our  job  is  to  persuade  them 
to  understand  that  they  have  to  know  whether  they  want  better  hous- 
ing than  food  or  better  food  than  housing,  or  better  transportation 
than  housing  and  food,  to  open  alternatives  to  them  and  make  them 
come  to  terms  for  the  first  time  in  their  life  with  their  whole  lifestyle 
and  their  value  structure  and  make  choices  and  agree  to  live  in  less 
desirable  accommodations,  whether  it  is  a  rental  unit  or  purchased 
home,  in  exchange  for  better  food,  or  better  clothing,  or  better 
transportation. 

To  open  to  them  a  range  of  alternatives,  and  assist  them  to  under- 
stand that  every  dollar  that  comes  in  ought  to  go  toward  fulfilling 
these  individual  personal  aspirations  of  the  family. 

Senator  Burdick.  Do  you  get  through  to  many  of  them  ? 
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Mr.  Gibson.  Yes,  sir.  We  think  we  are  getting  through  to  about  70 
percent  of  the  families  that  come  to  us. 

Dr.  Harris.  In  our  research  we  have  taken  a  survey  of  some  of  the 
clients.  The  responses  we  have  gotten  back  have  been  vei-y  significant 
in  terms  of  their  respect  of  the  people  they  are  working  with,  and  how 
much  help  they  have  actually  received.  Many  of  them  say,  "I  do  not 
know  what  I  would  have  done  without  help  from  a  particular  coun- 
selor." The  results  indicate  they  are  doing  a  very  good  job. 

Senator  Burdick.  Apparently  I  grew  up  in  a  time  when  there  was 
a  lot  of  distress  in  the  family.  We  always  wanted  to  provide  for  our- 
selves in  case  of  that  so-called  "rainy  day."  People  today  feel  that  if 
they  have  a  salary  today  they  will  have  it  forever.  That  does  not  beat 
the  old  fashion  idea  of  having  a  little  left  over.  Does  that  make  sense  ? 

Mr.  GiBsox.  Yes,  sir. 

Senator  Burdick.  I  certainly  hope  you  can  get  to  more  of  them. 
Now,  what  organizations  now  provide  credit  and  counseling  services 
besides  your  organization,  do  you  know  of  any  ? 

Mr.  Gibson.  Yes.  There  are  agencies  outside  of  the  Foundation  um- 
brella. Some  of  them  are  being  funded  by  Housing  and  Urban  Devel- 
opment through  deficiency  and  default  counseling  in  communities, 
particularly  where  Government  loans  are  insured. 

Funds  have  been  provided  in  a  number  of  communities  for  22  or 
24  communities  to  do  default  and  deficiency  counseling  in  regard  to 
home  ownership.  A  part  of  that  counseling  with  the  family  enables 
them  to  bring  their  mortgage  payments  in  line  with  the  family's 
income.  That  is  one  group  of  agencies  outside  of  our  umbrella  that 
operates  in  this  field. 

In  addition  to  that,  a  number  of  family  service  organizations  across 
the  country  provide  this  as  an  arm  of  their  own  service.  They  have  a 
person  who  provides  this. 

We  feel  a  community,  whether  it  is  a  city  or  a  county  community  or 
a  bi-  or  tri-county  community  in  some  instances,  needs  a  population 
base  of  100,000  in  order  to  effectively  operate  on  a  free-standing  sup- 
port basis  within  the  community. 

There  are  many,  as  you  know,  in  the  Dakotas  Senator,  where  that 
population  base  is  hard  to  come  by. 

Senator  Burdick.  The  largest  city  is  65,000. 

Mr.  Gibson.  There  are  social  agencies  that  do  operate  effectively 
with  transportation  and  are  able  to  do  the  job  and  it  is  being  done.  We 
do  not  know  the  quality  or  caliber  of  the  training  of  the  people  pro- 
vidins:  these  services.  Hopefully  we  will  be  working  with  the  Family 
Service  Association  of  America,  labor  groups  and  others  in  terms  of 
a  certification  program  to  be  sure  that  if  they  are  using  retired  credit- 
grantors,  retail  credit  people,  bankers,  or  whatever ;  that  they  combine 
that  knowledge  of  the  field  of  finance,  of  credit,  with  family  values 
and  commitments  and  approach  the  alternative  base  rather  than  the 
slap  on  the  wrist,  which  happens  in  many  instances. 

On  the  other  hand,  where  we  have  people  coming  out  of  colleges 
and  universities  with  a  sociology  background,  to  give  them  an  under- 
standing of  the  mechanism  of  the  finance  field.  To  equip  them  to  doing 
a  well  rounded  job  such  as  that  described  by  Dr.  Harris. 

Senator  Burdtck.  Do  you  get  into  high  schools  with  your  program? 

Mr.  Gibson.  Yes,  sir. 
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Dr.  Harris.  Many  of  the  counselors  are  invited  to  go  into  high 
school  classrooms  and  talk  with  students.  I  was  just  visiting  Phila- 
delphia last  week  in  doing  this  pilot  study  and  there  were  posters 
displayed  from  students  in  the  earlier  grades.  Tliey  make  speeches, 
they  go  into  home  economics  classrooms,  into  consumer  education  class- 
rooms, whether  in  home  economics  or  some  other  department. 

In  consumer  education  programs  if  a  high  school  teacher  is  not 
really  involved  with  the  people  who  are  overextended,  they  may  not 
realize  some  of  the  problems.  These  individual  counselors  go  into  the 
classroom  to  talk  about  their  particular  specialty.  They  have  a  par- 
ticular specialty  in  helping  people  with  their  financial  problems. 

Mr.  Gibson.  Our  affiliated  counselors  are  required  to  do  counseling 
at  the  local  level  with  consumer  groups  because  of  our  501(c)  3  tax 
exempt  status.  Internal  Revenue  requires  we  do  charitable  work  with- 
in a  community — so  we  do. 

Senator  Burdick.  It  seems  to  me  there  is  quite  a  battle.  American 
society  and  industry  has  predicated  a  lot  upon  advertising,  it  is  very 
effective,  it  is  very  conducive  to  buying  and  that  is  conducive  to  a 
good  economy.  Yet  we  ask  them  not  to  buy  too  much.  Is  that  what  the 
struggle  is  all  about  ? 

Mr.  Gibson.  I  think  if  we  could  persuade  the  broad  credit  granting 
organizations  to  put  a  percentage  of  their  advertising  budget  into 
credit  education,  it  would  be  helpful. 

Senator  BuRnicK.  What  you  are  saying  is  do  not  buv  so  mu<"h. 

Mr.  Gibson.  We  are  saying  do  not  buy  unless  you  can  buy  within  the 
limits  of  your  income  and  the  economy. 

Senator  Burdick.  I  think  you  said  you  had  counseling  services  in 
all  States  but  ei^ht? 

Mr.  Gibson.  Yes. 

Senator  Burdick.  Your  principal  offices  were  in  cities  over  100,000. 
Are  they  in  all  cities  over  100,000  in  some  form  ? 

Mr.  Gibson.  Within  the  States,  the  eijrht  States  I  mentioned,  we  are 
not  serving  in  those  communities  of  over  100,000. 

Senator  Burdick.  How  is  your  existence  advertised  or  how  do  they 
know  about  it  ? 

Mr.  Gibson,  They  are  advertised  locally.  During  the  past  year  we 
have  had  a  great  deal  of  national  identification  and  publicity  through 
periodicals,  newspapers,  television  shows.  Because  of  the  nature  of  the 
economy  and  the  impact  of  inflation  and  recession,  this  has  become  a 
very  popular  subject  for  the  media  people  across  the  country. 

In  the  National  Foundation  Offices  over  at  1819  H  Street  we  are  av- 
eraging now  seven  calls  a  week  from  across  the  country  from  radio 
stations,  newspapers,  magazines,  and  others. 

Television  stations  wanting  to  identify  where  there  are  problems 
and  how  families  are  reacting  to  the  eronomy  and  what  they  are  doing 
to  null  back  their  spending  plans.  Things  of  that  nature. 

The  impart  of  unemplovment  in  Detroit — in  the  automotive  field, 
in  the  building  trades  fields  and  things  of  that  nature.  Of  course  or- 
ganized labor,  the  AFL-CIO,  which  has  been  a  strong  supporter  of 
our  organization  for  a  number  of  years,  because  of  the  impact  on  the 
working  man.  has  reoentlv  produced  a  pamphlet,  it  is  an  update  of  a 
former  pamphlet,  which  is  called  Debt  Counseling.  If  I  may  cite  the 
back  of  a  publication  of  the  AFIj-CIO  Community  Service  Division : 
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Values  of  debt  counseling  service.  What  can  a  local  community 
gain  by  setting  up  a  debt  counseling  service?  The  National  Founda- 
tion for  Consumer  Credit,  a  nonprofit  national  organization, 
suggests  the  following : 

(1)  Eeduce  tlie  number  of  individuals  and  families  who  resort 

to  bankruptcy  by  providing  sound  alternative  programs. 

(2)  Minimize  garnishment  and  assignment  of  wages  and  salaries. 

(3)  Assist  individuals  and  families  in  credit  difficulties  to  re- 

chart  their  financial  program,  return  their  accounts  to 
current  status,  prevent  loss  of  credit  standing,  restore  self- 
reliance,  confidence,  and  family  well-being,  at  the  same 
time  strengthening  the  economic  fabric  of  the  community. 

(4)  Minimize  absenteeism  from  work,  decrease  industrial  acci- 

dents and  possible  loss  of  job,  at  the  same  time  increase  the 
self  respect  of  the  wage  earner. 

(5)  To  educate  the  consumer  in  the  intelligent  use  of  credit,  in- 

cluding cooperation  with  the  local  school  system. 

Senator  Bfrdick.  It  all  adds  up  to  the  old  fashioned  adage  of  live 
within  your  means. 

Mr.  Gibson.  Yes;  and  that  is  a  matter  of  education  and  under- 
standing. 

Senator  Burdick.  Suppose  I  am  a  worker  in  Minneapolis  and  I  can 
see  some  difficulty  ahead.  I  have  never  heard  about  your  service.  How 
do  I  find  out  about  you,  where  do  I  go,  the  yellow  pages,  or  where? 

Mr.  Gibson.  Yes ;  we  are  listed  in  the  telephone  book.  Information  is 
available  very  often  through  the  newspaper  personal  columns.  We  try 
not  to  pay  for  advertising  because  we  are  a  nonprofit  organization. 
The  cost  of  advertisinof  is  high,  however  local  newspapers  do  feature 
stories  and  certainly  the  Minneapolis  papers  would  do  stories  from 
time  to  time  on  the  availability  of  this  public  service. 

The  director  of  the  service  contacts  the  local  media  to  talk  about  its 
availability.  I  must  admit,  very  candidly  Senator,  at  this  time  we  are 
not  doing  very  much  forming  about  our  availability  because  of  the 
backlog  of  applications  we  have. 

By  and  large  our  services  are  backed  up  a  full  month,  30  days  in 
regard  to  the  number  of  counselors  available  and  the  number  of  fami- 
lies that  can  be  assisted.  We  do  try  to  save  time  for  emergency  purposes. 

If  there  is  a  matter  of  a  repossessed  automobile  and  we  get  a  call 
from  a  family  that  their  automobile  is  about  to  be  repossessed,  we  will 
take  the  family  and  work  with  them  and  see  if  we  can  intercede  on 
behalf  of  the  paper  holder  to  hold  the  repossession  because  repossession 
in  that  case  means  the  loss  of  a  job,  it  means  loss  of  income  to  the  fam- 
ily and  complete  economic  instability. 

Senator  Burdick.  In  your  example  about  repossessing  the  family 
car,  how  would  that  family  know^  who  to  contact?  How  would  the 
head  of  the  family  find  that  out  ?  He  might  not  listen  to  the  radio,  he 
has  not  had  trouble  in  the  past,  how  would  he  find  it  ? 

Mr.  Gibson.  I  cannot  answer  that.  Senator. 

Dr.  Harris.  I  would  like  to  add,  that  in  working  with  the  research 
project  I  found  that  a  neighbor  will  talk  to  another  neighbor  and  say, 
"Gee  these  people  are  really  helping  me."  All  of  a  sudden  within  the 
neighborhood,  those  people  who  do  need  help  will  be  going  to  the  coun- 
selor and  have  heard  about  the  program  through  a  neighbor. 
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Senator  Burdick.  It  is  entirely  possible  legal  aid  societies  and  things 
like  that  are  transmitting  requests  to  you.  If  you  had  the  power 
to  devise  a  complete  new  system  of  debtor  counselino:  service,  wliat 
kind  of  organization  would  you  create?  Are  you  satisfied  with  the 
present  approach? 

Mr.  Gibson.  No  ;  actually,  Senator,  this  whole  concept  of  consumer 
credit  counseling  is  fairly  new.  It  was  developed  as  late  as  1956  in  Co- 
lumbus, Ohio.  It  was  put  together  initially  by  a  private  organization — 
a  consumer  finance  company,  in  that  area  as  assistance  to  families  who 
were  having  budget  problems  and  problems  in  meeting  obligations  to 
the  company  itself. 

It  later  expanded  to  include  the  other  credit-granting  elements  of 
the  community.  Now,  on  our  recommendation,  an  agency  requires  that 
60  percent  of  the  board  of  directors  come  from  non-credit-granting 
organizations  in  the  community  and  40  percent  represent  the  credit- 
granting  community,  this  is  one  of  the  guidelines  we  have  drafted 
within  the  last  few  years. 

In  1964  there  were  only  14  consumer  credit  counseling  services  in  the 
country;  they  have  mushroomed.  In  Florida,  for  instance,  there  was 
only  one  service  operating  18  months  ago  and  today  there  are  9. 

As  business  groups,  labor  groups,  community  action  groups  see  the 
A  alue  of  this,  they  are  getting  together  to  establish  these  kinds  of  sei'V- 
ices.  We  have  grown.  But  we  have  a  number  of  problems. 

One  of  the  problems  is,  of  course,  unlike  the  legal  system,  unlike  legal 
assistance,  we  are  unable  to  stop  a  repossession.  The  only  thing  we  can 
do  is  use  moral  suasion  with  the  bank  or  with  the  paperholder  to  pre- 
vent that  kind  of  thing.  We  do  use  our  moral  suasion.  If  necessary,  we 
use  the  boards  of  directors  of  the  community  to  get  in  touch  with  credit- 
grantors,  particularly  those  that  will  not  cooperate  and  go  along  with 
the  program  to  stabilize  the  family  situation. 

There  are  some  national  credit-grantors  who,  at  the  time  the  family 
is  reported  in  a  credit  counseling  service,  stop  penalties,  deficiencies, 
and  even  interest  at  that  point  just  as  they  would  under  a  chapter  XIII 
or  a  straight  bankruptcy  filing. 

This  is  by  no  means  universal.  It  is  by  negotiation.  It  is  a  give-and- 
take  negotiation.  We  have  a  number  of  problems  in  terms  of  what 
would  be  an  ideal  working  arrangement  but  we  are,  as  an  organization, 
working  toward  standards  of  conduct  and  a  code  of  ethics  to  establish 
ourselves  as  a  recognizable  community  agency  that  is  able  to  really 
intercede  on  behalf  of  the  family  that  is  debt  distressed  and  to  repre- 
sent that  family  before  the  broad  credit-granting  community. 

To  finance  these  services  is  a  problem.  We  now  have  communities 
where  we  are  asking  a  10  percent  "fair  share  support"  on  returned  dol- 
lars to  institutions.  Only  about  7  or  8  out  of  10  are  willing  to  go  along 
with  that  kind  of  support. 

As  bottom  lines  on  financial  statements  get  tighter  and  the  problem 
of  financial  availability  and  so  forth,  contributions  to  services  as  a 
social  agency  or  a  community  service  agency  have  been  reduced 
dramatically. 

We  are  unable,  because  of  financial  problems,  to  hire  additional 
counselors,  even  on  a  part-time  basis  during  this  emergency  period.  We 
are  unable  to  provide  these  services  and  cases  are  stacking  up.  "Wlien  a 
family  hns  to  wait  more  than  2  or  3  days,  the  chances  of  our  being  able 
to  assist  that  family  outside  the  legal  system  are  drastically  reduced. 
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If  a  family  has  to  wait  30  days  before  we  can  begin  to  work  with 
them  and  go  through  their  budget,  our  chances  of  being  able  to  help 
that  family  are  dramatically  reduced. 

Senator  Burdick.  If  you  have  no  plan,  you  do  not  get  the  10  percent. 
Is  that  correct  ? 

Mr.  Gibson.  That  is  correct.  Actually  in  terms  of  support  I  mention 
the  equity  aspects  of  funding  one  of  these  community  agencies — non- 
profit community  agencies.  We  have  operated  on  the  assumption  that 
the  credit-grantor  with  the  loosest  credit-granting  practices,  those  who 
are  apt  to  make  the  most  mistakes,  may  intentionally  or  unintentionally 
overburden  a  debtor  family  ought  to  pay  the  lion's  share  of  the  cost 
of  this  program. 

Those  with  more  stringent  credit-granting  policies,  those  that  are 
very  tight,  and  very  studious  of  the  application  itself,  of  the  family's 
ability  to  meet  their  obligations,  are  paying  the  least  amount  of  funds. 

However,  in  many  instances  we  also  get  an  annual  dues,  a  member- 
ship contribution  of  $10  from  a  branch  office  of  a  consumer  finance 
company  or  a  local  branch  of  a  bank.  We  get  contributions  from  em- 
ployers. Tliey  might  contribute  to  us  on  the  basis  of  25  cents  per  year 
per  employee.  We  do  get  contributions  for  educational  programs,  often 
through  the  United  Way,  Community  Chest.  In  some  cases  we  are 
getting  Housing  and  Urban  Development  funding  for  default  and 
deficiency  counseling. 

However,  the  heart  of  the  program,  the  funding  relates  to  the  fact 
we  are  putting  families  into  programs  and  that  we  are  returning 
dollars  to  the  community  that  might  be  lost  otherwise. 

Senator  Burdick.  This  10  percent  then  is  paid  by  the  creditor? 

Mr.  Gibson.  By  the  creditor ;  yes,  sir. 

Senator  Burdick.  The  creditor  pays  the  full  bill.  The  debt  is  com- 
promised to  that  extent. 

Mr.  Gibson.  Where  it  is  permitted  by  State  law,  we  also  charge  the 
consumer  or  client  family.  In  Washington,  D.C.,  we  charge  the  family 
$2  a  month  for  the  services  provided  that  $2  would  not  pay  a  small 
medical  or  dental  bill.  In  the  case  of  hardship,  the  $2  is  waived 
completely. 

Senator  Burdick.  $2  a  week  or  $2  a  month  ? 

Mr.  Gibson.  $2  a  month.  Many  States  do  not  prohibit  any  charge  to 
the  family.  In  Virginia  this  will  be  prohibited.  In  some  instances  in 
the  State  of  Michigan,  which  has  the  largest  charge  to  families,  those 
run  $3.55  a  week,  this  would  be  something  over  $15  a  month  charged 
to  the  family.  Again,  where  that  money  itself  would  meet  bills,  there 
is  a  waiver  to  the  family.  We  have  recommended  through  the  National 
Foundation  and  we  are  urging  all  agencies  to  comply  that  there  never 
be  a  charge  higher  than  $10  a  month  to  the  client  family.  It  would 
pay  for  postage,  it  would  pay  for  mailing  and  partially  for  the  services 
of  additional  counseling  personnel. 

Senator  Burdick.  This  is  to  pay  for  a  compromise  plan  worked  out 
with  the  debtors  ? 

Mr.  Gibson.  Yes;  in  terms  of  budget  counseling  itself,  the  family 
that  does  not  need  a  lengthy  debt  liquidation  program,  there  is  no 
charge  at  all. 

Senator  Burdick.  Does  this  plan  we  have  just  discussed  lead  to  a 
situation  where  you  recommend  repayment  program  as  opposed  to 
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bankruptcy,  would  there  be  any  interest  in  counseling  agencies  pursu- 
ing a  plan  just  for  getting  a  10  percent  fee? 

Mr.  Gibson.  That  is  a  possibility,  Senator.  I  am  sure  in  some  in- 
stances in  the  past  it  has  occurred  that  families  are  put  into  programs 
on  the  basis  of  creating  a  dollar  flow  that  would  permit  income  to  the 
agency. 

However,  in  terms  of  developing  the  code  of  ethics  which  I  men- 
tioned to  you  and  professional  standards,  we  would  expel  from  mem- 
bership in  the  National  Foundation,  any  organization  that  operated 
on  this  unethical  basis. 

Dr.  Harris.  Let  me  state  this,  at  this  point.  Many  families  when 
they  come  to  the  services  ask  "What  is  the  charge?"  They  do  not  be- 
lieve you  when  you  say  the  service  is  free.  They  basically  feel  if  some- 
thing is  worth  anything,  you  have  to  pay  a  little  for  it,  even  25  cents  a 
month.  We  have  found  this  to  be  true  in  talking  with  some  of  the  fam- 
ilies in  our  research  project. 

Senator  Burdick.  To  summarize  this  phase  of  the  discussion,  what 
could  happen  is,  the  creditor  could  reduce  his  bill  by  10  percent  and 
pay  that  to  the  agency  and  the  debtor  himself  may  pay  a  small  fee,  $2 
a  month  or  maybe  $10  a  month.  That  is  it? 

Mr.   Gibson.  Yes. 

Senator  Burdick.  So  it  is  supported  both  by  the  creditor  and  the 
debtor? 

Mr.  Gibson.  Yes. 

Senator  Btjrdtck.  This  is  subject  to  wide  variation? 

Mr.  Gibson.  Right.  We  are  trying  to  narrow  those  variations  and 
develop  a  guideline  of  operation  which  would  be  applicable.  But  we 
do.  Senator,  as  you  suggested,  tell  people  there  is  no  such  thing  as  a 
free  lunch,  however  there  is  no  charge  for  our  service.  It  is  my  per- 
sonal hope  we  will  be  able  to  go  back  to  the  legislatures  of  those  States 
that  do  not  permit  any  kind  of  client  fee  and  ask  to  explore  the  possi- 
bility of  permitting  a  charge  of  $5  a  month  to  the  family  to  help  carry 
the  service,  just  on  the  basis  as  I  said,  that  there  is  no  such  thing  as  a 
free  lunch.  We  will  not  charge  you  as  much  as  a  commercial  pro- 
rater.  We  will  not  charge  you  as  much  as  legal  services  would  cost; 
hoM-pvor.  we  feel  you  ought  to  share  with  us  the  communities  efforts  to 
rehabilitate  you. 

Senator  Burdick.  Is  there  a  potential  for  conflict  of  interest  when 
this  10  peroont  fee  is  charged?  Does  there  not  appear  to  be  a  strong 
conflict  of  interest  where  the  service  is  financed  by  creditor  oriented 
organizations? 

Mr.  Gibson.  I  do  not  believe  so.  As  I  said  earlier  in  my  statement, 
ethical  people  in  the  credit  field  understand  that  even  while  exercising 
as  muoh  care  as  they  can  there  are  going  to  be  mistakes  in  decisions. 
Part  of  those  mistakes  might  be  lack  of  information  or  lack  of  dis- 
closure by  the  applicant  family,  or  other  circumstances. 

It  might  be  competitive  marketing  of  credit,  but  there  are  problems 
created  and  they  understand  these  problems  and  they  are  willing  to 
help  our  band-aid  kind  of  effort  through  counseling  services  to  keep 
their  customers,  to  put  them  back  on  a  stabilized  basis  and  having 
s])ent  money  to  advertise  their  services  and  their  products  and  their 
corporate  identification,  they  want  to  keep  these  customers. 
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Tlie  best  way  to  keep  them,  obviously,  is  to  help  them  stabilize  their 
financial  circinnstances  and  keep  them  coming-.  I  do  not  see  a  conflict  of 
interest,  no  more  than  contributions  to  hospitals  in  blood  or  money 
would  create  a  conflict. 

Dr.  Harris.  In  talkino-  with  the  counselors,  I  have  found  they  are 
not  creditor  oriented,  they  are  more  or  less  client  oriented.  This  is  their 
pliilosophy. 

Senator  Burdick.  If  you  can  pull  the  debtor  out  of  his  difficulties 
you  are  helpino-  the  creditor  too.  Do  either  of  you  have  any  suggestions 
ns  to  how  credit  counseling  services  could  be  made  available  to  areas 
not  now  served? 

What  about  this  large  mass  of  cities  that  have  only  50,000 
l)opulation  ? 

Mr.  Gip.sox.  This  I  would  think  would  be  an  area  that  Dr.  Harris 
might  talk  about  in  terms  of  training  people  who  are  not  employees 
of  a  credit  counseling  service  but  are  employees  of  other  agencies  and 
in  terms  of  a  program  tliat  has  been  developed.  How  we  would  go 
about  taking  someone  who  is  a  labor  counselor  in  Flint,  Mich.,  or 
taking  someone  working  with  a  special  social  service  program  in  some 
otJier  area  of  the  country  and  training  them  to  do  the  job. 

Dr.  Harris.  Throughout  the  research  I  have  been  doing  on  the  pro- 
gram we  have  identified  the  competences  needed  by  consumer  credit 
coimselors.  At  the  end  of  the  year  when  this  program  has  ended,  then 
we  Avill  be  able  to  more  or  less  train  ]>eople  in  terms  of  preparing  them 
to  improve  counseling  techniques  with  individuals. 

Senator  Burdick.  Thank  you  very  much.  You  have  both  been  very 
liel])ful.  We  will  recess  until  10  o'clock  tomorrow  morning. 

[Whereupon,  at  11 :5o  a.m.  the  hearing  was  recessed,  to  reconvene 
the  following  day,  Thursday,  April  17, 1975  at  10  a.m.] 
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THE  BAxNKRUPTCY  REFORM  ACT 


THURSDAY,  APRIL  17,   1975 

U.S.  Sexate, 
Subcommittee  ox  Improvements  in  Judicial  Machinery 

OF  THE  CoMMITI-EE  ON  THE  JuDICIARY, 

Washington,  B.C. 

The  subcommittee  met.  pursuant  to  recess,  at  10  :10  a.m.,  in  room 
6-202,  Dirksen  Senate  Office  Building,  Senator  Quentin  N.  Burdick 
(chairman  of  the  subcommittee)  presiding. 

Present:  Senatoi- Burdick  (presiding). 

Also  present:  Tliomas  L.  Burgum,  deputy  counsel;  Robert  E. 
Feidler,  research  director;  Kathryn  M.  Couher,  chief  clerk. 

Senator  Burdick.  This  is  another  in  a  series  of  hearings  dealing 
with  the  revision  of  tlie  bankruptcy  laws. 

Our  focus  today  will  be  on  those  sections  of  the  bill  of  special  in- 
terest to  the  Labor  Unions  and  specifically  to  their  claims  for  a  wage 
priority. 

Our  witnesses  are  Max  Zimny  of  the  International  Ladies'  Garment 
Workere'  Union ;  Jeffrey  Gibbs  of  the  AFL-CIO ;  A.  E.  Lawson  of 
the  United  States  Steel  Workers  of  America ;  Elihu  Leifer,  Building 
Trades ;  and  Rudolph  Oswald  of  the  Service  Employees  International 
Union.  Welcome  to  the  committee. 

You  may  proceed  in  any  manner  you  wish.  All  of  your  statements 
will  be  made  a  part  of  the  record.  You  can  summarize  in  any  manner 
you  wish  or  in  any  order  you  wish. 

[The  prepared  statement  of  Max  Zimny  follows :] 

Statement  of  Max  Zimny,  General  CouNssa:,  International  Ladies'  Garment 

Workers'  Union  AFL-CIO 

My  name  is  Max  Zimny.  I  am  General  Counsel  of  the  International  Ladies' 
Garment  Workers'  Union  (ILGWU).  This  morning  I  speak  for  the  ILGWU,  for 
the  AFL-CIO,  for  the  United  Auto  Workers,  and  for  the  Amalgamated  Clothing 
Workers  of  America.  I  am  authorized  to  state  that  these  other  imions  fulJy 
support  the  position  of  the  ILGWU  regarding  revisions  in  the  Bankruptcy  Law 
hereafter  set  forth. 

The  major  focus  of  the  ILGWU  and  our  sister  unions  is  with  the  treatment  of 
employee  wages,  both  direct  and  indirect,  in  S.  236.  The  wage  earner  is  entitled 
to  fair  treatment  as  a  secured  or  preferred  creditor  for  take  home  pay  as  well 
as  for  benefit  plans  which  meet  the  health,  welfare,  pension  and  other  needs  of 
the  worker  and  his  or  her  family.  The  direct  wage  preferment  is  some  50  years 
out-of-date  both  in  amount  and  in  time  span ;  and  there  is  no  present  preferment 
whatsoever  for  that  portion  of  the  wage  package  devoted  to  health,  welfare,  pen- 
sions and  other  worker  benefits.  We  come  before  you  today  therefore  for  your 
help  in  correcting  these  serious  legal  deficiencies. 

Accordingly,  we  strongly  urge,  first,  that  at  least  take  home  M'ages  be  treated 
as  a  secured  claim  or  that,  at  the  very  least,  the  amount  and  period  of  this 
wage  priority  be  realistically  enlarged.  We  also  urge  with  equal  force  that  the 
priority  presently  set  forth  in  S.  236  for  employee  benefit  plans  be  improved  by 
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a  broadeuins  of  the  description  of  licuetit  plans  which  come  within  it  and  by  an 
expansion  of  the  amoiuit  of  the  bankrupt  employer's  delinquency  subject  to  the 
prioiity.  Finally,  to  assure  that  the  working  environment  remains  unimpaired 
during  the  course  of  a  proceeding  in  Avhich  the  enterprise  continues  to  operate, 
we  pr(»i>ose  that  the  trustee  in  l>ankruptcy  be  denied  the  power  to  disavow  a 
laltor  contract  as  he  can  a  conunercial  contract  l)ecause  the  labor  contract 
governs  the  day  by  day  interplay  lietween  labor  and  management  in  the  plant. 
11:  is  as  inextricably  melded  to  the  worker  as  his  tools  or  his  workbench.  It  is 
worlds  apart  from  the  commercial  undertaking  which  a  trustee  is  empowered 
to  set  aside. 

r.eijcnt  plans  have  assumed  immense  importance  in  sustaining  the  needs  of 
the  worker  and  his  or  her  family.  As  the  cost  of  living  has  increased  and  as  the 
cost  of  doctors,  dentists,  lawyers,  drugs,  schools,  and  the  like  have  shot  upward, 
the  wage  earner  has  become  more  and  more  dejjendent  upon  benefit  plans  to  ful- 
fill his  or  lier  day  by  day  needs.  Sutfice  it  to  say  that  double  digit  inflation  and 
the  consistent  failure  of  wages  to  match  rising  inflation  has  greatly  magnified 
the  prolilem.  Providing  special  legal  protection  for  direct  take  home  pay  with- 
out providing  equal  protection  for  debts  owned  to  employee  Ijenefit  plans  is  an 
economic  and  legal  anachronism,  to  say  the  least.  Yet  that  is  the  present  state 
of  the  bankruptcy  law.  It  must  finally  be  fully  corrected. 

In  apparel  and  other  industries  in  which  small  marginal  producers  occupy  a 
central  role,  business  failures  occur  at  an  alarming  rate.  In  the  apparel  trades, 
for  example,  even  in  better  times,  about  17%  of  the  firms  fail  each  year.  In 
today's  very  depressed  economy,  I  judge  the  rate  to  be  double  or  more.  Tlnnigh 
tolerance  of  failure  to  pay  no  regular  take  home  pay  at  all  is  small,  workers  and 
their  unions  will  tolerate  part  payment  for  a  longer  period  to  aid  in  the  fight  to 
preserve  the  enterprise.  Greater  leeway  is  likely  to  be  afforded  failure  to  pay 
benefit  funds  because,  in  the  nature  of  things,  this  failure  is  a  less  dramatic  one 
and  the  benefit  funds  have  an  accumulation  of  assets  which  postpone  the  impact 
of  the  delinquency.  Moreover,  neither  the  worker  nor  the  union  feels  comfortable 
riding  herd  on  the  troubled  employer.  The  tendency  is  to  lend  every  reasonable 
effort  for  the  survival  of  the  jobs — especially  in  a  seriously  ailing  economy. 
While  economic  life  slowly  trickles  away  delinquencies  mount  to  workers'  wages 
and  especially  to  worker's  benefit  funds.  The  worker  and  his  or  her  family  who 
must  be  protected  by  debtor  and  creditor  laws  thereby  become  the  unwitting  cas- 
ualties of  efforts  to  salvage  the  failing  enterprise. 

The  extent  of  these  casualties  nnist  not  be  minimized.  Figures  gathered  for 
1973  by  ILGWU's  Employee  Benefits  Department  indicate  that  in  1973  alone,  the 
Union's  employee  benefit  funds  collected  about  $247-million  in  benefit  fund  con- 
tributions from  employers  and  disbursed  almost  ?210-million  to  members.  Its 
New  York  City  affiliates  alone  collected  more  than  .$SO-million  in  benefit  fund 
contributions.  In  that  same  year,  however,  more  than  $900,000  in  benefit  fund 
contributions  were  owned  by  New  York  City  employers  who  went  out  of  business. 
A  substa,ntial  portion  of  this  sum  represented  funds  tied  up  in  federal  bankruptcy 
proceedings :  and  because  of  the  federal  law's  failure  to  accord  priority  treat- 
ment to  benefit  fund  contributions,  this  large  sum  of  money  was  virtually  un- 
recoverable. New  York  City  affiliates  make  up  only  a  small  segment  of  the 
Union's  total  membership  and  in  order  to  estimate  the  total  benefit  fund  loss  na- 
tionally for  1973,  the  New  York  City  figures  would  have  to  be  multiplied  several 
times  over.  Thus,  millions  of  dollars  were  lost  to  ILGWU  funds  nationally  in 

1973.  This  figure  undoubtedly  increased  substantially  in  the  recession  year  of 

1974.  These  monumental  losses  to  the  health,  welfare,  pension,  and  other  em- 
ployee benefit  funds  are  directly  attributable  to  the  failure  of  priority  status 
under  the  federal  bankruptcy  law.  The  figure  would  be  even  larger  if  the  busi- 
ness insolvency  laws  of  states  like  New  York  did  not  provide  priority  treatment 
for  fund  contributions.  The  amount  of  money  lost  and  the  number  of  citizens  af- 
fected yearly  is  indeed  considerable. 

A  bankruptcy  statute  first  appeared  in  the  laws  of  the  United  States  in  the 
year  ISOO.'  Subsequently,  in  the  Bankruptcy  Act  of  1841  a  provision  was  enacted 
granting  a  priority  for  unpaid  wages  in  the  event  of  an  employer's  bankruptcy 
and  three  classes  of  priority,  the  third  of  which  was  wages,  were  set  uj).  At  that 
time,  the  priority  granted  was  for  an  amount  not  exceeding  $2r).00  to  any  person 
who  performed  any  labor  as  an  employee  in  the  service  of  any  bankrupt  and  it 

^  i^Bankniptcy  Act  of  ISOO,  c.  19,  2  .Stat.  19  repealed  by  Act  of  December  19,  1803,  c.  6, 
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further  required  that  said  sum  shall  have  been  earned  with  the  six-month  period 
next  preceding-  the  banlcruptcy." 

Thereafter,  by  successive  amendments,  tlie  priority  granted  "wages"  was  grad- 
ually raised.  In  li)2(),  the  amount  of  priority  was  raised  To  .">(J00  maximum."  With 
tlie  passage  of  the  Chandler  Act  in  ll>38,  wages  were  granted  a  priority  ahead  of 
all  other  claims  except  those  representing  the  actual  costs  of  preserving  the 
biinkrupt's  estate.^  Congress  has  also  periodically  changed  the  definition  of  the 
class  of  employees  whose  wages  were  to  enjoy  this  priority  and  its  usual  practice 
has  been  to  extend  the  coverage  thereof.'*  During  this  entire  period  of  time,  cov- 
ering more  than  a  century,  Cungre:^s  has  from  time  to  time  reenacted,  I'evised  or 
amended  the  wage  priority  provision  of  the  Bankruptcy  Act  but  it  has  ne^■er  in 
any  way  seen  fit  to  define  the  term  "wages"  for  the  purpose  of  this  priority.  The 
usual  explanation  for  the  fact  that  no  such  definition  is  included  is  that  the  word 
"wj'.ges"  is  a  plain,  simple  word  meaning  "the  agreed  compensation  for  services 
rendered."  {In  re  Guerwitz;  121  Fed.  082,  983  (2nd  Cir.  1903)  ) 

As  long  as  the  courts  interpreted  this  word  to  include  all  benefits  received  liy 
an  employee  in  exchange  for  services  rendered.  Congress  was  apparently  satis- 
fied with  the  interpretation  given  to  the  word  and  hence  it  felt  that  no  den:uti(»n 
was  required.  In  a  series  of  decisions,  the  courts  have  uniforndy  iield  various 
types  of  remuneration  to  be  "wages"  within  the  meaning  of  the  Act.  Thus,  vaca- 
tion pay  was  held  to  be  such  in  Division  of  Labor  Laic  Enforcement  v.  Campsell, 
172  F.2d  400  (CA-9)  ;  In  re  I'uhlic  Ledger,  Inc..  161  F.2d  762  (CA-3)  :  In  re 
Will-Low  Cafeterias,  Inc.,  Ill  F.2d  429  (CA-2)  ;  In  re  Kinneii  Aluminum  Co..  78 
F.  Supp.  5G5  (S.C.  Cal.)  ;  and  severance  pay  also  in  Kavanas  v.  Mead,  171  F.2d 
195  (CA-4)  ;  In  re  Public  Ledger,  Inc.,  supra;  In  re  Elliot  Wholesale  Grocery 
Co.,  98  F.  Supp.  1017  (S.D.  Cal.)  aff'd  sub  nom.  McCloskey  v.  Division  of  Labor 
Law  Enforcement,  200  F.2d  402  (CA-9).  Similarly,  a  back  pay  avrard  of  the 
National  Labor  Relations  Board  was  also  held  to  I>e  "wages"  within  the  meaning 
of  the  Act,  National  Labor  Relations  Board  v.  Killoran,  122  F.2d  609  <CA-8), 
cert,  denied,  314  U.S.  696;  Xatlianson  v.  National  Labor  Relations  Board,  344 
r.S.  25. 

This  seemingly  l)roader  approach  was  l»rought  to  an  abrupt  halt  in  the  1959 
decision  of  the  United  States  Supreme  Court  in  United  States  v.  Embas.'^i/  Res- 
taurant, Inc.,  359  U.S.  29,  which  held  that  employee  benefit  funds  did  not  fall 
within  the  definition  of  wages  entitled  to  priority  distribution  under  the  Bank- 
ruptcy Law. 

In  Embassn.  the  Court  held  that  contributions  due  to  lie  paid  I'v  a  bankrupt 
employer  to  the  trustees  of  a  union  welfare  fund  under  a  collective  liargaining 
agreement  were  not  entitled  to  priority  in  payment  under  §  64(a)  (2)  of  the 
Bankruptcy  Act  as  "wages  .  .  .  due  to  workmen."  (At  p.  31)  Mr.  .Justice  Clark, 
writing  for  a  six-mendter  majority  noted  the  importance  of  benefit  funds  to  em- 
Ttloyees,  their  purpose  being  to  "maintain  life  insurance,  weekly  sick  benefits,  hos- 
liital  and  surgical  benefits  and  other  advantages  for  members  of  the  locals."  (At 
p.  30)  Nevertheless,  the  Court  felt  constrained  to  deny  priority  treatment  to  em- 
])loyee  benefit  funds  because  of  its  view  of  the  narrowness  of  the  definition  of 
wages  under  tlie  historical  circumstances  attending  the  enactment  of  the  Bank- 
ruptcy Act.  It  noted  that  wages  were  first  entitled  to  a  ])referred  itriority  ])Osi- 
tion  long  before  welfare  funds  played  any  part  in  lalior  negotiations  (At  p.  31). 
and  that  although  Congress  had  amended  the  Act  it  had  never  seen  fit  to  give 
benefit  plan  contributions  priority  status,  despite  the  fact  that  the  purpose  of  the 
^vage  priority  section  of  the  Act  was  to  "jirovide  the  workman  with,  a  protective 
cushion  against  economic  displacement  caused  by  his  employer's  bankruptcy." 
(At  p.  33) 

".  .  .  It  is  therefore  evident  that  not  all  types  of  obligations  due  employees 
from  their  employers  are  regarded  by  Congress  as  being  within  the  concept  of 
wages,  even  though  having  some  relation  to  employment."  (  At  p.  32) 

The  court  concluded  that: 

".  .  .  [u]nder  the  Bankruptcy  Act  .  .  .  not  all  claims  justly  due  have  priority. 
They  must  be  witliin  a  class,  such  as  'wages  .  .  .  due  to  workmen.'  The  <-laims 
here  ai-e  not.  If  this  class  is  to  be  so  enlarged,  it  mu^t  be  done  by  the  Congress." 


2  Act  of  Anjrust  19,  1S41,  c.  9.  5  Stat.  440. 

■Aft  of  Mareli  27.  1926,  c.  406.  44  Stat.  662. 

*  Aft  of  .Tune  22.  lO-SS.  c.  r)7.5.  .52  Stat.  S40. 

5  Aft  of  M.nrfh  2.  1S67,  c.  176,  14  Stat.  ."il7.  Aft  of  ,Tii]r  1.  196S.  c.  .-,41,  .''.0  i^t-\t.  r^44. 
Aft  of  .Til IIP  1.")  1906,  f.  ?,?.:>,.  ?.4  Stat.  267,  Aft  of  May  27.  1926,  f.  40S,  44  Stat.  662, 
11  U.S.C.  S  104   (Supp.  V,  1952) 
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In  1968,  the  Supreme  Court's  Embassy  decision  was  cast  in  concrete  by  another 
decision  of  the  Court.  Embassy  had  held  that  welfare  plan  payments  were  not 
entitled  to  priority.  In  Joint  Industry  Board  of  the  Electrical  Industry  v.  United 
States,  391  U.S.  224,  the  Court  held  that  an  employer's  unpaid  contributions  to 
an  employees'  annuity  plan — a  form  of  deferred  payment  of  wages — were  not 
entitled  to  a  priority  as  "wages  .  .  .  due  to  workmen."  Finding  that  Emhassy 
was  controlling,  the  Court  again  felt  constrained  to  refrain  from  tampering  with 
Congressional  intent  in  the  Bankruptcy  Act.  Writing  for  a  six-member  majority, 
Mr.  Justice  White  reaffirmed  the  Embassy  holding  that  the  Bankruptcy  Act  was 
not  designed  to  accord  priority  to  anything  other  than  direct  take  home  pay, 
narrowly  construed.  The  court  again  admonished  that : 

'•[if]  there  is  still  any  question  a^  to  whether  claims  for  unpaid  r-ontrihutions 
to  provide  deferred  benefits  to  employees  should  s-hare  the  assets  of  bankrupts 
with  general  creditors  or  should  be  entitled  to  the  limited  priority  granted  wages 
due  to  workmen,  any  new  resolution  of  that  question  should  come  from  Congress." 
(At  p.  229) 

Despite  the  moving  dissents  in  both  Embassy  and  Joi^rt  Board  that  payments 
to  benefit  funds  are  indeed  "wages  .  .  .  due  to  workmen," "  the  federal  lav^-'s  pri- 
ority provisions  remain  substantially  the  same  today  as  they  were  in  1841.  Yet 
the  economy  and  the  state  of  industrial  life  have  assumed  radically  different  pro- 
portions. Today,  the  importance  of  preserving  plan  contributions  is  gr<^ater  than 
it  ever  lias  been — and  the  state  of  the  economy  even  moro  compelling  for  givin.a' 
such  contributions  priority  in  federal  bankruptcy  proceedings.  Federal  law  must 
be  brought  iuto  tune  with  this  reality. 

We  would  do  S.  236  an  injustice  if  we  did  not  state  that  we  welcome  the  in- 
clusion of  Section  4-405 (a)  (3)  and  (a)  (4)  in  the  Bill,  as  far  as  it  goes.  These 
subparagraphs  of  Section  4-40.5  mark  major  steps  forward  in  preserving  for 
workers  what  is  rightfully  theirs.  However,  working  men  and  women  have  waited 
a  long  time  for  adequate  protection  of  their  wages  and  Iienefits  in  federal  bank- 
ruptcy proceedings.  S.  236  presents  perhaps  an  unparalleled  opportunity  to  finally 
rectify  long-standing  injustices.  Halfway  measures  must  therefore  be  avoided 
and  the  fullest  possible  protection  given.  It  is  in  an  effort  to  provide  proper 
protection  that  the  ILGWU  and  its  sister  unions  remain  critical  of  S.  236. 

Let  me  turn  first  to  Subparagraph  (a)  (3)  :  the  direct  wage  priority. 

It  is  our  contention,  first  of  ail,  that  wages  should  be  treated  like  a  secured 
claim,  just  as  in  many  states  which  confer  lienor  rights  on  wage  claimants.  At 
the  very  least,  however,  the  amount  and  period  of  wage  priority  under  this  Sub- 
paragraph must  be  increased. 

In  1841,  the  period  of  wage  priority  was  six  months.  However,  over  the  years, 
as  Congress  increased  the  amount  of  wage  priority,  it  concomitantly  decreased 
the  period  of  priority ;  a  three-month  period  was  established  in  1926.  That  period 
has  not  been  changed  since.  It  must  be  changed  today. 

There  are  cases,  I  am  sure,  where  employees  of  very  large  employers — very 
likely  in  major  hard  goods  industries — would  not  tolerate  wage  delinquency  for 
very  long.  But  such  employers  rarely  go  into  a  bankruptcy  and  their  particular 
]jroblems  are  of  limited  concern.  However,  in  those  sectors  of  the  economy  wliere 
smaller  enterpi'ises  prevail,  employees  are  willing  to  defer  payment  of  wages  to 
keep  their  employer  going.  It  is  very  X)Ossible,  then,  tliat  wages  may  be  owed 
for  more  than  three  months,  and  the  amount  owed  can  mount  up  substantially. 
Moreover,  it  is  frequently  the  case  that  the  wages  owed  accumulate  during  the 
substantial  period  of  time  during  which  an  employer  teeters  at  and  near  the  edge 
of  bankruptcy  but  continues  operations  nevertheless  until  finally  it  fails.  The 
measuring  period  specified  by  tlie  Subparagraph  should  therefore  be  worded  to 
embrace  this  frequent  contingency  by  adding  the  word  "substantial"  before  the 
phrase  "cessation  of  the  debtor's  business"  so  that  the  period  for  measuring  the 
wage  priority  occurs  prior  to  the  "substantial  cessation  of  the  debtor's  liusiness" 
if  it  precedes  the  filing  of  the  petition.  We  therefore  also  ask  that  the  period  of 
prioi'ity  be  increased  to  six  (6)  months  "before  either  ^he  date  of  the  petition  or 
the  substantial  cessation  of  the  debtor's  business,  whichever  is  earlier."' 

Once  the  measuring  period  is  extended  the  amount  of  wage  priority  must  also 
be  increased  to  biing  it  up-to-date.  In  1926,  the  Bankruptcy  Act  limited  the 
amount  of  wages  entitled  to  priority  to  ."i^fiOO.  It  does  not  require  an  econtmiic 
pundit  to  recognize  that  since  1926  the  definition  of  "wages"  has  been  enlarged 
in  scope  and  that  the  average  wage  paid  to  an  employee  in  the  United  States 


8  See  E»;?jfls.<?(/  Resfaiirny)!.  fur.,  359  D.S.  29,  .37-38  :  and  Jo'nt  Industry  Bo'drS,  391  U.S. 
224,  230.  et  acq. 
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has  risen  very  substantially.  Today  it  would  require  many,  many  times  $600  to 
buy  what  that  amount  would  buy  in  1926.  The  $1,200  figure  provided  in  Sub- 
paragraph (a)  (3)  of  the  Bill  therefore  is  plainly  insufficient.  At  the  modest  figure 
of  $5.00  an  hour  for  a  40  hour  week  or  $200  per  week,  the  $1,200  figure  is  con- 
sumed in  but  six  weeks.  This  hourly  rate  is  double  or  more  for  many  wage 
earners  and  the  period  of  priority  thereby  shrinks  correspondingly.  Accordingly, 
we  strongly  urge  that  this  Committee  increase  the  amount  of  wage  priority 
substantially  upward.  We  suggest  $3,000  or  more. 

We  turn  now  to  Subparagraph  (a)(4).  This  subparagraph  is  defective  in  a 
number  of  respects.  First,  its  description  cf  employee  benefit  plans  is  too  narrow. 
As  presently  stated,  the  Subparagraph  covers  only  "pension,  insurance,  or  similar 
benefit  plans."  We  submit  that  the  word  "similar,"  confined  as  it  is  by  si)ecific 
reference  to  pt'nsiou  and  insurance  plans  is  language  of  limitation.  Accordingly, 
the  Subparagraph  may  well  exclude  other  very  worthy  employee  benefit  plans 
not  intended  for  exclusion.  Some  of  the  plans  which  may  not  be  covered  by  the 
restrictive  wording  of  the  present  Bill  have  already  been  authorized  by  Section 
302(G)  of  the  Labor-Management  Relations  Act,  1947  (29  U.S.C.A.  §  186(c)). 
as  fringe  benefits  subject  to  collective  bargaining.  They  include  benefit  plans 
providing  for  scholarship,  legal  services,  and  chiM  care  centers;  and  it  is  likely 
that  302's  benefit  plan  list  will  continue  to  expand  to  meet  the  future  needs  of 
the  working  population.  Moreover.  Section  302's  list  of  plans  is  not  all  inclusive, 
and  still  other  types  of  plans  may  or  will  exist.  We  therefore  urge  the  Committee 
to  adopt  the  term  "employee  benefit  plans"  which  is  the  same  term  employed  in 
the  Pension  Reform  Act  of  1974.  (See  Sections  3  and  4  thereof.)  This  would 
permit  federal  bankruptcy  law  protection  now  and  in  the  future  of  all  employee 
benefit  plans,  without  the  necessity  of  difficult,  time-consuming  legislative 
amendments. 

Subparagraph  (a)  (4)  is  defective  in  yet  another  respect.  It  provides  only  one 
l-asis  for  measuring  plan  contribution — an  amount  per  individual — and  as  such, 
again  suffers  from  narrowness.  Unions  and  employers  use  many  different  meas- 
ures for  calculating  plan  contributions.  ILGWII  uses  a  percent  of  payroll  basis : 
the  Mine  Workers  use  a  stated  sum  per  ton  of  coal  basis :  and  other  bases  also 
exist  and  will  exist  in  the  future.  The  amoiint  of  benefit  fund  contribution  should 
not.  therefore,  be  measured  only  on  a  per  worker  basis.  If  the  new  Bankruptc.v 
Act  is  to  be  accurately  drawn  and,  again,  if  frequest  amendment  is  to  be  avoided, 
no  measurement  basis  should  be  specified.  Instead,  the  Act  should  be  worded  to 
encompass  whatever  measurement  bases  labor  and/or  management  are  utilizing 
by  eliminating  any  reference  to  a  measuring  basis  and  providing  Instead  for 
whatever  plan  indebtedness  accrued  during  a  stated  period. 

One  of  the  most  serious  defects  of  Subparagraph  (a)  (4)  is  its  limit  on  the 
amount  of  pa.vments  entitled  to  priority.  As  now  written,  the  Bill  provides  only 
for  recovery  of  the  difference  between  the  $1200  limit  for  direct  wages  under 
Subparagraph  (a)  (3)  and  the  amount  of  the  wage  priority  collected  under  (a) 
(3),  but  up  to  a  maximum  of  $300.  The  $300  outer  limit  serves  as  the  absolute 
maximum  of  priorit.v  per  worker  for  benefit  funds  existing  in  all  of  America's 
many  industries  and  enterprises,  now  and  into  the  indefinite  future.  Yet  it  is 
already  inadequate  for  our  economy. 

The  .$300  maximum  figure — which  will  mean  in  practice  a  much  smaller  fig- 
ure— is  woefully  inadequate.  Consider  the  unionized  garment  worker  who  makes 
$3.50  an  hour  for  a  40-hour  week.  The  employee's  gross  pay  for  about  two 
months  woiild  consume  the  full  $1200  sum  provided  for  direct  wage  priority,  leav- 
ing nothing  for  the  benefit  funds.  No  recovery  of  benefit  plan  contributions 
would  therefore  be  possible  imder  Subparagraph  (a)(4).  If  the  loss  of  job 
did  not  put  the  worker  on  the  welfare  rolls,  the  loss  of  benefits  surely  would. 

We  therefore  urge  that  no  particular  amount  or  limit  be  placed  upon  the 
benefit  fund  priority.  Rather  the  priority  should  be  measured  by  the  amount  owed 
for  the  one-year  period  now  provided  in  (a)(4),  without  limitation.  The  lan- 
guage of  (a)  (4)  should  be  changed  as  with  (a)  (31  to  specify  one  year  "before 
either  the  date  of  the  petition  or  of  the  substantial  cessation  of  the  debtor's 
busines.s,  whichever  is  earlier."  Such  language  would  give  maximum  protection 
to  those  who  have  tolerated  defaults  while  business  life  trickled  av/ay  in  order 
to  preserve  job*.  Their  statesmanshin  should  be  rewarded,  not  punished. 

Our  last  maiov  criticism  of  the  Bill  concerns  Section  4-002  and  the  apparent 
power  of  the  trustee  in  bankruptcy  to  reject  future  performance  of  a  labor  con- 
tract, just  as  he  can  a  commercial  contract.  We  strongly  urge  that  the.  Bill  be 
revised  to  deny  such  power  of  rejection  to  trustees. 
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Provailiiiicr  legal  authority  apiiears  to  favor  the  view  that  a  trustee  in  liaiik- 
ruiJtc.v  <-an  reject  a  collective  l)ar,2:aining  af;reenient  (so  Ions  as  it  is  not  subject 
to  the  Railway  Labor  Act),  on  the  theory  that  the  Bankruptcy  Act  makes  no 
distinction  between  kinds  of  executory  contracts.  This  was  the  holding  in 
Carpenters  Lncal  Union  Xo.  27J,(j  v.  Turney  ^yood  Products,  Inc.,  2S9  F.  8upii. 
148  (W.D.  Ark.  irMiH),  and  in  In  re  KUtber  Bros..  Inc.  173  F.  Supp.  83  (S.D.N.Y. 
1!)")!)),  a  case  wliich  involved  a  Chapter  XI  proceeding.  Last  year,  however,  one 
judge  in  the  Southern  District  of  New  York  held  otherwise  in  Iron  Workers. 
Local  Jf55  v.  Kevin  Steel  Products,  Inc.,  381  F.  Supp.  330.  But  his  view  is  in  the 
minority. 

The  federal  bankruptcy  statute  was  never  intended  to  disrupt  the  day-to-day 
operations  of  the  de'otor's  estate.  In  fact,  the  policy  behind  the  law  is  the  reverse  : 
preservation  and  enhancement  of  the  estate.  But  the  disruption  iu  labor  rela- 
tions which  results  from  terminating  the  collective  agreement  endangers  the 
estate,  which  is  precisely  the  contingency  sought  to  be  avoided  by  iTerraitting  re- 
jection of  executory  contracts. 

Collective  bargaining  agreements  are  an  integral  part  of  the  industrial  en- 
vironment. They  are  inseparable  from  a  worker's  tools  or  liis  workbench.  The 
United  States  Supreme  Court  has  repeatedly  recognized  this  uniqueness.  In  cases 
such  as  Johti  Wileij  cC-  Sons  v.  Livingston,  3TG  U.S.  543  (1964),  it  has  even  im- 
posed liability  under  a  collective  agreement  on  successor  employers  finding  tliat 
the  agreement  is  an  essential  part  of  the  enterprise  and,  like  a  lien  on  real  estate, 
runs  with  the  enterprise." 

If  a  trustee  in  bankruptcy  is  endowed  with  the  power  to  reject  a  collective 
bargaining  agreement,  the  security  of  the  bankruptcy  process  is  undermined.  Re- 
jection of  the  labor  contract  makes  preservation  of  the  estate  diliicult  if  not 
imj)ossil)le.  Equally  imjKjrtant  is  the  fact  that  woi'kers  are  especially  victimized 
by  rejection  of  tiie  labor  agreement.  Though  rejection  of  the  agreement  may  re- 
instate the  right  to  strike,  the  reinstated  right  is.  in  fact,  an  illusion.  Workers 
are  not  likely  to  engage  in  a  strike  which  may  signal  the  demise  of  their  jobs. 
The  collective  bargaining  contract  is  even  niore  im])ortant  in  a  bankruptcy  situa- 
tion than  in  the  ordinary  case.  Without  it.  even  the  most  powerful  union  may 
be  rendex'ed  substantially  powerless  in  the  face  of  the  prosiject  that  a  strike 
may  destro.v  the  employer  and  the  jobs.  Consequently,  in  order  to  promote  the 
policies  behind  the  Bankruptcy  Act  and  to  protect  workmen,  trustees  should  not 
be  given  the  power  to  reject  collective  bargaining  agreements. 

Enihassij  Restaurant,  Joint  Industry  Board  and  cases  such  as  Carpenters  Local 
27.'/6  remain  on  the  books.  The  principles  they  emliody  continue  to  exert  a 
pernicious  influence  on  the  lives  and  well-being  of  millions  of  vrorking  people. 
These  principles  may  be  held  responsible  for  plunging  thousands  of  Americans 
into  their  own  personal  bankruptcies  at  a  time  in  the  economic,  social,  and 
political  history  of  this  nation  when  all  efforts  should  be  marshalled  to  restore 
jobs,  to  revitalize  buying  power,  and  to  keep  working  people  oif  welfare  rolls. 
The  need  for  prompt  enactment  of  the  changes  we  have  outlined  is  therefore 
compelling. 

But  the  need  will  be  no  less  compelling  10  or  25  years  from  now.  Woge  rates, 
both  union  and  non-union,  are  likely  to  increase  and  employee  benefit  fiuuls  are 
likely  to  proliferate  and  cover  a  greater  and  greater  number  of  workers  and 
their  varied  needs.  Federal  law  must  remain  in  tune.  We  urge  this  Committee 
and  the  Congress  to  heed  this  reality  and  to  adopt  the  suggestions  we  make  today 
for  they  are  in  the  interests  not  only  of  the  many  millions  in  the  nation  who  woi-k 
but  of  the  nation  as  a  whole. 

On  behalf  of  the  ILOWIT.  the  AFL-CIO.  the  T'nited  Auto  Workers,  and  the 
Amalgantated  Clothing  Workers  of  America,  I  thank  you  for  the  opportunity 
of  addressing  you. 

STATEMENT    OP   MAX    ZIMNY,    INTERNATIONAL   UNION;    ELIHU 

LEIFER,  BUILDING  TRADES 

!Mr.  ZiMXY.  Senator  Bnrdiek.  I  am  !Max  Zimnv,  and  I  will  ho  testi- 
fying first.  I  will  be  testifying  for  the  ILGWU.  AFL-CIO,  United 
Auto  Workers,  and  Amalgamated  Clothing  Workers.  INIy  testimon}' 

■  Soe  also  Howard  Johnson  Companii,  Inc.  v.  Detroit  Local  Joint  Executive  Board,  417 
U.S.  249  (1974). 
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will  be  followed  by  testimony  for  the  lUD,  Steel  Workers,  Building 
Trades,  and  Service  Employees  Union. 

I  am  general  counsel  of  the  ILGWU,  and  I  am  authorized  to  state 
that  the  AFL-CIO,  the  United  Auto  Workers,  and  the  Amalgamated 
Clothing  Workers  fully  support  the  position  of  the  ILGWU  regard- 
ing revisions  in  the  ban]-:ruptcy  law  which  are  mentioiK^d  hereafter. 

The  major  focus  of  the  ILGWU  and  our  sister  unions  is  with  the 
treatment  of  employee  wages,  both  direct  and  indirect,  in  S.  236  and 
its  companion  bill,  S.  235.  The  wage  earner  is  entitled  to  fair  treat- 
ment as  a  secured  or  preferred  creditor  for  take-home  pay  as  well  as 
for  bejiefit  plans  which  meet  the  health.,  welfare,  pensions  and  other 
needs  of  the  worker  and  his  or  her  family.  The  direct  wage  preferment 
is  some  50  years  out  of  date  both  in  amount  and  in  time  span ;  and  there 
is  no  present  preferment  whatsoever  for  that  portion  of  the  wage 
package  devoted  to  health,  welfare,  pensions,  and  other  worker  bene- 
fits. We  come  before  you  today  therefore  for  j^our  help  in  correcting 
these  serious  legal  deficiencies. 

Accordingly,  we  strongly  urge,  first,  that  at  least  take-home  wages 
be  treated  as  a  secured  claim  or  that,  at  the  very  least,  the  amount  and 
period  of  the  wage  priority  be  realistically  enlarged.  We  also  urge  with 
equal  force  that  the  priority  presently  set  forth  in  S.  236  and  S.  235 
for  employee  benefit  x^lans  be  improved  by  a  broadening  of  the  descrip- 
lion  of  benefit  plans  which  come  Avithin  it  and  by  an  expansion  of  the 
auiount  of  the  bankrupt  employer's  delinf|uency  subject  to  the  priority. 
I^'inally,  to  assure  that  the  working  environment  remains  unimpaired 
during  the  course  of  a  proceeding  in  which  the  enterprise  continues  to 
operate,  we  propose  that  the  trustee  in  bankruptcy  be  denied  the  power 
to  reject  a  labor  contract  as  he  can  a  commercial  contract  because  the 
labor  contract  governs  the  day-by-day  interplay  between  labor  and 
management  in  the  plant.  It  is  as  inextricably  welded  to  tlie  worker  as 
his  tools  or  his  workbench.  It  is  worlds  apart  from  the  commercial  un- 
dertaking which  a  trustee  is  empowered  to  set  aside. 

Benefit  plans  have  assumed  immense  importance  in  sustaining  the 
needs  of  the  worker  and  his  or  her  family.  As  the  cost  of  living  has  in- 
ci-eased  and  as  the  cost  of  doctors,  dentists,  lawyers,  drugs,  schools,  and 
the  like  have  shot  upward,  the  wage  earner  has  become  more  and  more 
dependent  upon  benefit  plans  to  fulfill  his  or  her  day-by-day  needs. 
Suffice  it  to  say  that  double  digit  inflation  and  the  consistent  failure  of 
Adages  to  match  rising  inflation  has  magnified  the  problem.  Providing 
special  legal  protection  for  direct  take  home  pay  without  providing 
equal  protection  for  debts  owed  to  employee  benefit  plans  is  an  eco- 
nomic and  legal  anachronism,  to  say  the  least.  Yet  that  is  the  present 
state  of  the  bankruptcy  law.  It  must  finally  be  fully  corrected. 

In  apparel  and  other  industries  in  which  small  marginal  producers 
occupy  a  central  I'ole,  business  failures  occur  at  an  alarming  i-ate.  In 
the  apparel  trades,  for  example,  even  in  better  times,  about  17  percent 
of  the  firms  fail  each  year.  In  today's  very  depressed  economy,  I  judge 
the  rate  to  be  double  or  more.  Through  tolerance  of  failure  to  pay  no 
regular  take-home  pay  at  all  is  small,  workers  and  their  unions  will 
tolerate  part  payment  for  a  longer  period  to  aid  in  the  fight  to  preserve 
the  eiiterprisf.  Greater  leeway  is  likely  to  be  afforded  failure  to  pay 
l)enefit  funds  because,  in  the  nature  of  things,  this  failure  is  a  less  ctra- 
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matic  one  and  the  benefit  funds  have  an  accumulation  of  assets  which 
postpone  the  impact  of  the  delinquency.  Moreover,  neither  the  worker 
nor  the  union  feels  comfortable  ridincr  herd  on  the  troubled  employer. 
The  tendency  is  to  lend  every  reasonable  effort  for  the  survival  of  the 
jobs — especially  in  a  seriousl}^  ailin<2:  economy.  While  economic  life 
slowly  trickles  away,  delinquencies  mount  to  workers'  wages  and  es- 
pecially to  workers'  benefit  funds.  The  worker  and  his  or  her  family 
who  must  be  protected  by  debtor  and  creditoi-  laAvs  there]  )v  'dpcoiiip  the 
unwitting  casualties  of  efforts  to  salvage  the  failing  enterprise. 

The  extent  of  these  cosnalties  must  not  be  minimized.  Fioures 
gathered  for  197o  by  ILGWU's  employee  benefits  department  indicnte 
that  in  1073  alone,  the  union's  employee  benefit  funds  collected  about 
$247  million  in  benefit  fund  contributions  from  employer-s  and  dis- 
bursed almost  $210  million  to  workers.  Its  New  York  City  affiliates 
nlone  collected  more  than  $80  million  in  benefit  fund  contrilrations. 
In  that  same  year,  however,  almost  a  million  dollars  in  benefit  fimd 
contributions  were  owed  by  New  York  City  employers  Vvdio  went  out 
of  business.  A  substantial  portion  of  this  sum  represented  funds  tied 
up  in  Federal  bankruptcy  proceedings :  and  because  of  the  Federal 
law's  failure  to  accord  priority  treatment  to  benefit  fund  contributions, 
this  large  sum  of  money  was  virtually  unrecoverable.  New  York  City 
affiliates  make  up  only  a  small  segment  of  the  union's  total  membershi]) 
and  in  order  to  estimate  the  total  benefit  fund  loss  nationally  for  197'^, 
the  New  York  City  figures  would  have  to  be  nudtiplied  several  times 
over.  Thus,  millions  of  dollars  Avere  lost  to  ILGWTJ  funds  nationally 
in  1973.  This  figure  undoubtedly  increased  very  substantially  in  the 
recession  year  of  1971.  These  monumental  losses  to  the  health,  welfare, 
pension,  and  other  employee  benefit  funds  are  directly  attributable  to 
the  failure  of  priority  status  under  the  Federal  bankruptcy  lav\'.  The 
figure  would  be  even  larger  if  the  business  insolvency  laws  of  States 
like  New  York  did  not  provide  priority  treatment  for  fund  contribu- 
tions. The  amount  of  money  lost  and  the  number  of  citizens  affected 
yearly  is  indeed  very  considerable. 

A  bankruptcy  statute  first  appeared  in  the  laws  of  the  United  States 
in  the  year  1800.  Subsequently,  in  the  Bankruptcy  Act  of  1841  a  pro- 
A-ision  was  enacted  granting  a  priority  for  unpaid  wages  in  the  event 
of  an  employer's  bankruptcy  and  three  classes  of  priority,  the  tliird 
of  which  was  wages,  were  set  up.  At  that  time,  the  priority  gi'anted 
was  for  an  amount  not  exceeding  $25  to  any  ])erson  who  perforn^ed  a 
labor  as  an  employee  in  the  service  of  any  bankrupt  and  it  further 
i-equired  that  said  sum  shall  have  been  earned  within  the  6-month 
period  next  preceding  the  bankruptcy.  So  in  1841,  ahnost  135  years 
ago,  we  had  a  6-month  period. 

Thereafter,  by  successive  amendments,  the  jniority  granted  wages 
was  gradually  raised,  but  only  in  amount.  In  1926,  the  amount  of  ])ri- 
ority  was  raised  to  $600  maximum.  Witli  the  ]iassage  of  the  Chandler 
Act  in  1938,  wages  were  granted  a  priority  ahead  of  all  other  claims 
except  those  re])resenting  the  actual  costs  of  pi-eservina'  the  bankiupt's 
estate.  Congress  has  also  periodically  changed  the  definition  of  the 
class  of  employees  whose  wages  were  to  enjoy  this  priority  and  its 
usual  practice  has  been  to  extend  the  coverage  thereof.  During  this 
entire  period  of  time,  covering  more  than  a  century,  Congress  has 
fi'om  time  to  time  reenacted,  revised  or  amended  the  wage  priority 
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provision  of  the  Bankruptcy  Act  but  it  has  never  in  any  way  seen  fit 
to  define  the  term  ''wages"  for  the  purpose  of  this  pi-iority.  The  usual 
explanation  for  the  fact  that  no  such  definition  is  included  is  that  the 
word  "wages"  is  a  plain,  simple  word  meaning  the  agreed  compensa- 
tion for  services  rendered.  ( In  re  Gurewitz.  121  Fed.  982,  983  [2nd 
Circuit,  1903] ) . 

As  long  as  the  coui'ts  interpreted  this  woiil  to  include  allbenefits 
received  by  an  employee  in  exchange  for  serAdces  rendered,  Congress 
was  apparently  satisfied  with  the  interpretation  given  to  the  word 
and  hence  it  felt  that  no  definition  was  required.  In  a  series  of  deci- 
sions, the  courts  have  uniformly  held  various  tj'pes  of  remuneration 
to  be  "wages"  within  the  meaning  of  the  Act.  Thus,  vacation  pay, 
severance  pay,  and  back  pay  under  the  NLEA  were  held  to  be  wages 
in  a  number  of  decisions  found  in  my  statement. 

This  seemingly  broader  approach  was  brought  to  an  abrux^t  halt 
in  the  1959  decision  of  the  United  States  Supreme  Court  in  United 
States  V.  Embassy  Restaurant^  Inc.,  359  U.S.  29,  which  held  that  em- 
ployee benefit  funds  did  not  fall  within  the  definition  of  wages  entitled 
to  priority  distribution  under  the  Bankruptcy  Law. 

In  Enibassy,  the  Court  held  that  contributions  due  to  be  paid  by  a 
bankrupt  employer  to  the  trustees  of  a  union  welfare  fund  under  a 
collective  bargaining  agreement  were  not  entitled  to  priority  in  pay- 
ment under  §  64 (a)  (2)  of  the  Bankruptcy  Act  as  "wages  .  .  .  due  to 
workmen"  (at  p.  31).  Mr.  Justice  Clark,  writing  for  a  six  member 
majority,  noted  the  importance  of  benefit  funds  to  employees,  their 
purpose  being  to  maintain  life  insurance,  weekly  sick  benefits,  hospi- 
tal and  surgical  benefits  and  other  advantages  for  members  of  the 
locals. 

Senator  Btjrdick.  Was  there  a  minority  opinion  ? 

Mr.  ZiMXY.  Yes. 

Senator  Burdick.  Three  men  ? 

]Mr.  ZiMNY.  Yes,  sir. 

Nevertheless,  the  Court  felt  constrained  to  deny  priority  treatment 
to  employee  benefit  funds  because  of  its  view  of  the  narrowness  of  tlie 
definition  of  wages  under  the  historical  circumstances  attending  the 
enactment  of  the  Bankruptcy  Act.  It  noted  that  wages  were  first  en- 
titled to  a  preferred  priority  position  long  before  welfare  funds 
played  any  part  in  labor  negotiations,  and  that  although  Congress  had 
amended  the  act  it  had  never  seen  fit  to  give  beiiefit  plan  contributions 
priority  status,  despite  the  fact  that  the  purpose  of  the  wage  priority 
section  of  the  act  was  to  "provide  the  workman  with  a  protective 
cushion  against  economic  displacement  caused  by  his  employer's 
bankruptcy,"  (at  p.  33). 

The  Court  continued :  ".  .  .  It  is  therefore  evident  that  not  all  types 
of  obligations  due  employees  from  their  employers  are  regarded  by 
Congress  as  being  within  the  concept  of  wages,  even  though  having 
some  relation  to  employment."  (at  p.  33).  The  court  concluded  that: 
".  .  .  under  the  Bankruptcy  Act  .  .  .  not  all  claims  justly  due  have 
prioritv.  They  must  be  within  a  class,  such  as 'wai2"es  .  .  .  due  to  work- 
men.' The  claims  here  are  not.  If  this  class  is  to  be  so  enlarged,  it  must 
be  done  by  the  Congress." 

In  1968,  the  Supreme  Court's  Embassy  decision  was  cast  in  concrete 
by  another  decision  of  the  Court.  Einba^sy  had  held  that  welfare  plan 
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pavmenti^  were  not  entitled  to  piioi-itv.  In  Joinf  Indvj<fry  Board  of 
the  Elect rkal  Industry  v.  United  States,  oOl  U.S.  224.  the"  Court  held 
that  an  employer's  nnpaid  contributions  to  an  employees'  annuity 
plan — a  form  of  deferred  payment  of  wao:es — were  not  entitled  to  a 
priority  as  "wao-es  .  .  .  due  to  workmen."  Findin.o-  that  Emhaf<sy  was 
controllino-.  the  Court  again  felt  constrained  to  refrain  from  tampcr- 
ino-  with  cono-rcssional  intent  in  the  Bankruptcy  Act.  "Writing  for  a  six 
member  majority,  Mr.  Justice  "White  reaffirmed  the  Embassy  holding 
that  the  Bankruptcy  Act  Avas  not  designed  to  accord  priority  to  any- 
thing other  than  dii'ect  take-home  pay,  narrowl}'  construed.  The  Court 
again  admonished  that : 

If  there  is  still  any  <iuestioii  as  to  wliethor  cliiiins  for  unpaid  contrilmtious  to 
provide  deferred  benefits  to  employees  should  share  the  assets  of  bankrupts  with 
general  creditors  or  should  be  entitled  to  the  limited  priority  granted  wages  due 
to  workmen,  any  new  resolution  of  that  question  should  come  from  Congress, 
(at  p.  229). 

Despite  the  moving  dissents  in  both  Emhassy  and  Joint  Board,  that 
payments  to  benefit  funds  are  indeed  wages  *  *  *  due  to  workmen, 
the  Federal  law's  priority  provisions  remain  substantially  the  same 
today  as  they  were  in  1841.  Yet  the  economy  and  the  state  of  industrial 
life  have  assuuied  radically  different  proportions.  Today,  the  impor- 
tance of  preserving  plan  contributions  is  greater  thaji  it  ever  has 
been — and  the  state  of  the  economy  even  more  com})elling  for  givino- 
such  contributions  priority  in  Federal  bankruptcy  proceedings.  Fed- 
eral law  must  be  brought  into  tune  with  this  realitv. 

"We  would  do  S.  2-'>6  an  injustice  if  we  did  not  state  that  we  welcome 
the  inclusion  of  section  4-405  (a)  (3)  and  (a)  (4)  in  the  bill,  as  far 
as  it  goes.  These  subparagraphs  of  section  4-40.>  mark  major  steps 
forward  in  ])reserving  for  workers  what  is  rightfully  theirs.  However, 
working  men  and  women  have  waited  a  long  time  for  adequate  pro- 
tection of  their  wages  and  benefits  in  Federal  bankruptcy  proceedings. 
S.  236  presents  ]iei'haps  an  unpai'alleled  oj^portunity  to  finally  rectify 
longstanding  injustices.  Halfway  measures  must  therefore  be  avoided 
and  the  fullest  possible  protectioji  given.  It  is  in  an  effort  to  provide 
proper  protection  that  the  ILG'^^"!^  and  its  sister  unions  remain  critical 
of  S.  230. 

Let  me  turn  first  to  subparagraph  (a)  (3)  :  The  direct  wage  priority. 

It  is  our  contention  first  of  all,  that  wages  should  be  treated  like  a 
secured  claim,  just  as  in  many  States  which  confer  lienor  rights  on 
wage  claimants.  At  the  very  least,  however,  the  amount  and  period  of 
wao-e  priority  under  this  subparagraph  must  be  increased. 

In  1841,  the  period  of  wage  priority  was  G  months.  However,  over 
the  years,  as  Congress  increased  the  amount  of  wage  priority,  it  con- 
comitantly decreased  the  period  of  priority;  a  3-montli  period  was 
established  in  1026.  That  period  has  not  been  changed  since.  It  must  be 
changed  today. 

Thei'c  are  cases,  T  am  suie.  where  em]^lovees  of  very  large  em- 
ployers— veiv  likely  in  major  hard  goods  iiidustries — would  not  tol- 
erate Avage  delinquency  for  very  long.  But  such  einployers  rarely  go 
into  a  bankru])t cy  and  their  particular  problems  are  of  limited  con- 
cern. Howiner.  ill  those  sectors  of  the  economy  where  smaller  enter- 
prises piovail.  em|)l()yees  are  willing  to  defer  payment  of  wages  to  kecj) 
their  employer  going.  It  is  very  possible,  then,  that  wages  may  be  owed 
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for  more  than  3  months,  and  the  amount  owed  can  mount  up  substan- 
tially. Moreover,  it  is  frequently  the  case  that  the  Avages  owed  accu- 
mulate during  the  substantial  period  of  time  during  wdiich  an  employer 
teeters  at  and  near  tlie  edge  of  bankruptcy  but  continues  operations 
nevertheless  until  finally  it  goes  into  a  bankruptcy.  The  measuring 
period  specified  by  the  subparagraph  should  therefore  be  wordecl  to 
embrace  this  frequent  contingency  by  adding  the  word  '*sul)stantial" 
before  tiie  phrase  ''cessation  of  the  debtor's  business"  so  that  the  period 
for  measuring  the  Avage  priority  occurs  ])rior  to  the  substantial  cessa- 
tion of  the  debtor's  business  if  it  precedes  the  filing  of  the  petition. 
We  therefore  also  ask  that  the  period  of  priority  be  increased  to  6 
months  before  either  the  dat^  of  the  petition  or  the  substantial  cessa- 
tion of  the  debtor's  business,  whichever  is  earlier. 

Once  the  measuring  period  is  extended  the  amount  of  wage  priority 
must  also  be  increased  to  bring  it  up-to-date.  In  1926,  the  Bank- 
ruptcy Act  limited  the  amount  of  wages  entitled  to  priority  to  $600. 
It  does  not  requiie  an  economic  pundit  to  recogiiize  that  since  19!26  the 
definition  of  wages  has  been  enlarged  in  scope  and  that  the  average 
wage  paid  to  an  employee  in  the  United  States  has  risen  very  substan- 
tia I  Jy.  Today  it  would  re<piire  many,  many  times  $600  to  buy  what  that 
amount  would  buy  in  19^6.  Tlie  $1,200  figure  provided  in  subpara- 
graph (a)  (3)  of  the  bill  is  therefore  plainly  insufficient.  At  the  modest 
figure  of  $5  an  hour  for  a  40-hour  w^eek  or  $200  per  week,  the  $1,200 
figure  is  consumed  in  but  6  weeks.  This  hourly  rate  is  doulile  or  more 
for  many  wage  earners  and  the  period  of  priorit}-  thereby  shrinks 
correspondingh\  Accordingly,  we  strongly  urge  that  this  committee 
increase  the  amount  of  w\age  priority  substantially  upward.  We  sug- 
gest $3,000  or  more. 

We  turn  now  to  subparagraph  (a)  (4).  This  subparagraph  is  defec- 
tive in  a  number  of  respects.  First,  its  description  of  employee  benefits 
plans  is  too  narrow.  As  presently  stated,  the  subparagraph  covers  only 
pension,  insurance,  or  similar  benefit  plans.  We  submit  that  the  word 
"similar,"  confined  as  it  is  by  specific  reference  to  pension  and  insur- 
ance plans  is  a  word  of  limitation.  Accordingly,  the  subparagraph  may 
well  exclude  other  very  worthy  employee  benefit  plans  not  intended 
for  exclusion,  we  are  confident.  Some  of  the  plans  which  may  not 
be  covered  by  the  restrictive  wording  of  the  present  bill  have  alread}' 
been  authorized  by  section  302(c)  of  the  Labor-]Management  Relations 
Act  as  fringe  benefits  subject  to  collective  bargaining.  They  include 
benefit  plans  providing  for  scholarship,  legal  services,  and  child  care 
centers;  and  it  is  likely  that  section  302(c)'s  benefit  plan  list  will 
continue  to  expand  to  meet  the  future  needs  of  the  working  popula- 
tion. Moreover,  section  302's  list  of  plans  is  not  all  inclusive,  and  still 
other  types  of  plans  may  or  will  exist.  We  therefore  urge  the  com- 
mittee to  adopt  the  term  "employee  benefit  plans,"  which  is  the  same 
term  employed  in  the  Pension  Reform  Act  of  1974.  You  will  see  it  in 
sections  3  and  4  thereof.  This  would  permit  Federal  bankruptcy  law 
protection  now  and  in  the  future  of  all  employee  benefit  plans,  without 
the  necessity  of  difficult,  time-consuming  legislative  amendments. 

Subparagraph  (a)  (4)  is  defective  in  yet  another  respect.  It  pro- 
vides only  one  basis  for  measuring  plan  contributions— an  amount  per 
individual — and  again  suffers  from  narrowness.  Unions  and  employ- 
ers use  many  different  measures  for  calculating  plan  contributions. 
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ILGWU  uses  a  percent  of  the  jobber's  statement  to  the  contractor  as 
the  basis,  and  the  mineworkers  use  a  stated  sum  per  ton  of  coal  basis; 
other  bases  also  exist  and  will  exist  in  the  future.  The  amount  of  bene- 
fit fund  contribution  should  not,  therefore,  be  measured  only  on  a  per 
worker  basis.  If  the  now  Bankruptcy  Act  is  to  be  accurately  drawn 
and,  attain,  if  fi-equent  amendment  is  to  be  avoided,  no  measurement 
basis  should  be  specified.  Instead,  the  act  should  be  worded  to  encom- 
pass whatever  measurement  bases  labor  and/or  management  are  utiliz- 
ing by  eliminating  any  reference  to  a  measuring  basis  and  providing 
instead  for  whatever  plan  indebtedness  accrued  during  a  stated  period. 

One  of  the  most  serious  defects  of  subparagraph  (a)  (4)  is  its  limit 
on  the  amount  of  payments  entitled  to  priority.  As  now  written,  the 
bill  provides  only  for  recovery  of  the  difference  between  the  $1,200 
limit  for  direct  wages  under  subparagraph  (a)  (3)  and  the  amount  of 
the  wage  priority  collected  under  (a)(3),  but  up  to  a  maximum  of 
$300.  The  $300  outer  limit  serves  as  the  absolute  maximum  of  priority 
per  worker  for  benefit  funds  existing  in  all  of  America's  many  indus- 
tries and  enterprises,  now  and  into  the  indefinite  future.  Yet  it  is  al- 
ready inadequate  for  our  economy. 

The  $300  maximum  figure — which  will  mean  in  practice  a  much 
smaller  figure — is  woefully  inadequate.  Consider  the  garment  worker 
who  makes  $3..50  an  hour  for  a  40-hour  week.  The  employee's  gross 
pay  for  about  2  months  would  consume  the  full  $1,200  sum  provided 
for  direct  wage  priority,  leaving  nothing  at  all  for  the  benefit  funds. 
No  recovery  of  benefit  plan  contributions  would  therefore  be  possible 
imder  subparagraph  (a)  (4).  If  the  loss  of  job  did  not  put  the  worker 
■on  the  welfare  rolls,  the  loss  of  benefits  surely  would. 

We  therefore  urge  that  no  particular  amount  or  limit  be  placed 
iTI>on  the  benefit  fund  nriority.  Rather  the  priority  should  be  measured 
by  the  amount  owed  for  the  l-3^ear  period  now  provided  in  (a)  (4), 
without  limitation.  The  language  of  (a)  (4)  should  be  changed  as  Avith 
(a)  (3)  to  specify  1  year  before  either  the  date  of  the  petition  or  of  the 
substantial  cessation  of  the  debtor's  business,  whichever  is  earlier. 
Such  language  would  give  maximum  protection  to  those  who  have  tol- 
erated defaults  while  business  life  trickled  away  in  order  to  preserve 
jobs.  Their  statesmanship  should  be  rewarded,  not  punished. 

Our  last  major  criticism  of  the  bill  concerns  sections  4-602  and  the 
apparent  power  of  the  trustee  in  bankruptcy  to  reject  future  perform- 
ance of  a  labor  contract,  just  as  he  can  a  commercial  contract.  We 
strongly  urge  that  the  bill  be  revised  to  deny  such  power  of  rejection 
to  trustees. 

Prevailing  legal  authority  appears  to  favor  the  view  that  a  trustee 
in  bankruptcy  can  reject  a  collective  bargaining  aoreement — so  long 
as  it  is  not  subject  to  the  Railway  Labor  Act — on  the  theory  that  the 
Bankruptcy  Act  makes  no  distinction  between  kinds  of  executory 
contracts.  This  was  the  holding  in  several  Federal  cases:  One  in 
Arkansas  and  one  in  the  southern  district  of  New  York,  the  latter  in- 
volving a  Chapter  XI  proceeding.  Last  year,  however,  one  judge  in  the 
southern  district  of  New  York  held  otherwise  in  Iron  Wor^kers  v. 
Keinn  Steel  Products,  Inc.,  381  F.  Supp.  366.  But  his  view  is  in  the 
minority. 

The  Federal  bankruptcy  statute  was  never  intended  to  disrupt  the 
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day-to-day  operations  of  the  debtor's  estate.  In  fact,  the  polky  be- 
hind the  law  is  the  reverse:  Preservation  and  enhancement  of  the 
estate.  Eiit  the  disruption  in  hxbor  relations  which  results  from  ter- 
minating the  collective  agreement  endangers  the  estate,  which  is  pre- 
cisely thfe  contingency  sought  to  be  avoided  by  permitting  rejection  of 
executory  contracts. 

Collective  bargaining  agreements  are  an  integral  part  of  the  indus- 
trial environment.  They  are  inseparable  from  a  worker's  tools  or  his 
workbench.  The  U.S.  Supreme  Court  has  repeatedly  recognized  this 
uniqueness.  In  cases  such  as  John  'Wiley  &  Sons  v.  Livingston^  a  1964: 
caes,  it  has  even  been  imposed  liability  under  a  collective  agreement  on 
successor  employers  finding  that  the  agreement  is  an  essential  part  of 
the  enterprise  and,  like  a  lien  on  real  estate,  it  runs  with  the  enterprise. 

If  a  trustee  in  bankruptcy  is  endowed  with  the  power  to  reject  a 
collective  bargaining  agreement,  the  security  of  the  bankruptcy  pro- 
cess is  undermined.  Eejection  of  the  labor  contract  makes  preservation 
of  the  estate  difficult  and  in  some  cases  impossible.  Equally  impor- 
tant is  the  fact  that  workers  are  especially  victimized  by  rejection  of 
the  labor  agreement.  Though  rejection  of  the  agreement  maj^  rein- 
state the  right  to  strike,  the  reinstated  right  is,  in  fact,  an  illusion. 
Workers  are  not  likely  to  engage  in  a  strike  which  may  signal  the 
demise  of  their  jobs.  The  collective  bargaining  contract  is  even  more 
important  in  a  bankruptcy  situation  than  in  the  ordinary  case.  With- 
out it,  even  the  most  powerful  union  may  be  rendered  substantially 
powerless  in  the  face  of  the  prospect  that  a  strike  may  destroy  the 
employer  and  the  jobs.  Consequently,  in  order  to  promote  the  policies 
behind  the  Bankruptcy  Act  and  to  protect  workmen,  trustees  should 
not  be  given  the  power  to  reject  collective  bargaining  agreements. 

Embamy  Rpsfaurant,  Joint  Industry  Boards  and  cases  such  as  Car- 
penters Local  27Jf6  remain  on  the  books.  The  principles  they  embody 
continue  to  exert  a  pernicious  influence  on  the  lives  and  well-being  of 
riiillions  of  working  people.  These  principles  may  be  held  responsible 
for  plunging  thousands  of  Americans  into  their  own  personal  bank- 
ruptcies at  a  time  in  the  economic,  social,  and  political  history  of  this 
Nation  when  all  efforts  should  be  m.arshaled  to  restore  jobs,  to  revitalize 
buying  power,  and  to  keep  working  people  off  welfare  rolls.  The  need 
for  prompt  enactment  of  the  changes  we  have  outlined  is  therefore 
compelling. 

But  the  need  will  be  no  less  compelling  10  or  25  years  from  now. 
"Wage  rates,  both  union  and  nonunion,  are  likely  to  increase  and  em- 
ployee benefit  fimds  are  likely  to  proliferate  and  cover  a  greater  and 
greater  number  of  workers  and  their  varied  needs.  Federal  law  must 
remain  in  tune.  We  urge  this  committee  and  the  Congress  to  heed  this 
reality  and  to  adopt  the  suggestions  we  make  today  for  they  are  in  the 
interests  not  only  of  i\m  many  millions  in  the  Nation  who  work,  but 
of  the  Nation  as  a  whole. 

On  behalf  of  the  ILGWU,  the  AFL-CIO,  the  United  Auto  Workers, 
and  the  Amalgamated  Clothing  Workers  of  America,  I  thank  you  for 
the  opportunity  of  addressing  you. 

Senator  Burdtck.  I  thank  you  for  your  contribution  this  morning. 

I  have  a  few  questions  but  it  may  be  best  to  hear  from  the  other  wit- 
nesses first. 
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STATEMENT   OF   JEFFREY   GIBBS,    INDUSTRIAL  UNION 
DEPARTMENT,    AFI-CIO 

Mr.  GiBBS.  I  am  Jeffrey  Gibbs,  counsel  for  tlie  Industrial  Union  I)e- 
jiartnient  of  the  AFL-CIO,  and  I  am  here  today  on  behalf  of  Mr.  El- 
liot Bi-edhoft',  <i:eneral  counsel  of  the  Industrial  Union  Department  who 
Avas  unable  to  attend  today  because  of  an  emerjiency  in  our  oflice  late 
A'esterday  afternoon. 

The  Industrial  Union  Department  of  the  AFIv-CIO  is  composed  of 
56  national  and  international  unions  affiliated  with  the  AFL-CIO  rep- 
resenting over  6  million  industrial  workers.  I  appreciate  this  oppor- 
tunity to  present  tlie  yiews  of  the  industrial  union  department  on  the 
vital  need  to  expand  and  modernize  wage  and  employee  benefit  pro- 
tections under  the  Bankruptcy  Act. 

In  the  approximately  50  years  since  1920  we  have  seen  a  spectacular 
increase  in  governmental  interest  and  support  of  Federal  and  State 
legislation  and  programs  to  increase  the  protection  of  the  worker 
against  the  ravages  of  economic  displacement.  Unemployment  com- 
pensation laws  and  workmen's  compensation  laws  have  been  enacted 
throughout  the  country,  and  benefits  for  those  programs  have  been 
raised  on  a  regular  basis.  Billions  of  dollars  have  been  spent  in  the  ad- 
ministration of  manpower  deAelopment  and  training  programs  which 
are  too  niunerous  to  mention. 

The  National  Labor  Relations  Act,  passed  in  1935,  has  been  inter- 
preted by  the  Board  and  courts  to  provide  a  mandatory  duty  to  bar- 
gain over  questions  of  job  elimination,  successorship  and  the  estaldish- 
mcnt  of  pensions,  health  and  welfare  plans,  and  a  variety  of  other 
employee  benefit  plans. 

The  Trade  Adjustment  Act  has  helped  ameliorate  the  displacement 
of  workers  who  lose  their  jobs  due  to  foreign  competition.  ]More 
recently.  Congress  passed  EEISA,  called  b}'  many  the  greatest  piece 
of  social  legislation  since  the  Social  Security  Act,  in  order  to  provide 
income  security  to  the  worker  in  his  or  her  later  life. 

During  this  same  period  we  have  also  seen  a  major  change  in  the 
structure  of  Avages.  The  development  of  a  strong  labor  movement, 
together  with  Federal  Government  protection  of  the  duty  to  bargain 
over  fringe  benefits,  has  helped  stimulate  employer  expansion  of  the 
Mage  and  benefit  package.  Compensation  items  such  as  vacation  pay, 
sexerance  pay,  supplemental  unemployment  benefits,  pensions,  and 
health  and  welfare  plans  are  common  toda3^  Fringe  benefits  such  as 
these,  which  as  late  as  1947  constituted  only  16.1  percent  of  payroll 
costs,  today  constitute  approximately  one-third  of  payroll  costs.  This, 
of  course,  cannot  be  considered  in  a  vacuum.  It  has  occurred  in  the 
context  of  a  marked  increase  in  the  cost  of  living.  To  illustrate,  it 
would  take  approximately  $1,750  today  to  buy  what  $600  bought  in 
1926. 

It  is  incredible  to  think  that  despite  this  50-year  record  of  increasing 
concern  for  the  economic  welfare  of  the  displaced  worker,  the  chang- 
ing structure  of  employee  compensation,  and  the  threefold  increase  in 
the  cost  of  living,  nothing  has  been  done  to  make  the  coverage  of  the 
Federal  Bankruptc}-  Act  more  responsive  to  the  needs  of  the  displaced 
emploj'ee. 

The  maximum  protection  afforded  to  employees  in  1975  is  still  at 
the  $600  level  established  in  1926.  Likewise,  the  3-month  limit  on 
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compensation  is  still  in  effect  althougli  employer  defaults  span  much 
loiiaer  ]ieriodp. 

The  problem  is  further  exacerbated  in  that  the  3  month  $600  wage 
]-)riority,  limited  as  it  is,  applies  only  to  some  of  the  fringe  benefits 
Avliieli  today  constitute  such  a  significant  part  of  an  employee's  com- 
])onsation.  Under  the  current  law,  employees  receive,  at  best,  a  priority 
for  only  that  portion  of  the  fringe  benefits  which  accrued  during  the 
last  3  months  before  the  commencement  of  the  bankruptcy  proceeding. 
In  many  cases,  employees  have  had  to  go  to  the  expense  of  delays  in- 
volved in  litigating  the  issue  of  whether  even  these  limited  benefits 
were  in  fact  wages  within  the  meaning  of  the  act. 

The  situation  as  jNIr.  Zimny  has  explained,  is  even  worse  in  the  area 
of  deferred  benefits  such  as  pensions,  health  and  welfare  plans,  sick- 
ness and  accident,  annuity,  and  life  insurance  benefits.  Section  104  (a) 
(12)  of  the  Federal  Bankruptcy  Act  has  been  interpreted  to  exclude 
such  deferred  compensation.  This  narrow  construction,  it  should  be 
emphasized,  stands  in  contrast  with  the  contemporaneous  expansion 
of  the  definition  of  Avages  under  the  NLEA  and  other  labor  legislation. 

The  inequity  of  this  situation  is  highlighted  by  virtue  of  the  ex- 
tremely broad  definition  of  "'wages  and  salaries"  included  in  the  regu- 
lations of  the  Cost  of  Living  Council,  which  were  implemented  to  con- 
trol wage  and  salary  increases.  Imagine  the  feeling  of  an  employee  of 
a  now  bankrupt  company  who  had  his  Avages  cut  back  2  years  ago  by 
the  COLC  and  who  noAV  learns  that  for  purposes  of  Avage  recoA^ery 
under  the  Bankruptcy  Act,  a  substantial  proportion  of  his  compensa- 
tion is  no  longer  considered  wages. 

Compounding  all  of  these  other  Aveaknesses  and  inequities  in  the  act 
is  the  overriding  fact  that  whateA'er  priority  is  accorded  to  wages  is 
subordinated  to  secured  claims.  Recent  go\^ernmental  statistics  from 
the  AdministratiA'e  Office  of  the  U.S.  Supreme  Court  indicate  that  un- 
secured creditors  receive  an  average  of  approximately  8  percent  of  the 
debts  owed  them  Avhile  priority  creditors  average  only  about  34  per- 
cent recovery.  In  contrast,  secured  creditors  receive  approximately  76 
percent  of  the  obligations  owed  them.  Thus,  the  limited  wage  priorities 
discussed  about  are  even  less  adequate  than  Avould  appear. 

The  time  has  come,  we  submit,  to  bring  the  Bankruptcy  Act  into  the 
20th  century. 

We  are  pleased,  I  must  add,  by  the  present  attempts  to  amend  the 
coA'erage  of  the  Bankruptcy  Act  in  regard  to  employee  wage  claims. 
The  expanded  definition  of  wages  to  include  A'acation,  severance  and 
sick  leaA'e  pay,  and  the  inclusion  of  an  additional  category  for  em- 
ployee benefit  plans  such  as  pensions  and  insurance,  is  partially  reflec- 
tiA'e  of  the  realities  of  present  clay  wage  compensation.  Similarly,  the 
])roposed  increase  in  the  maximum  amount  to  $1,200  is  surel}'  a  step  in 
the  right  direction. 

HoweA'^er,  since  our  experience  has  been  that  amendments  to  the 
wage  priority  section  are  far  and  feAv  betAveen,  Ave  must  point  out  the 
deficiencies  in  the  proposal  as  we  see  them.  We  Avish  to  see  certain 
additional  changes  made  in  the  act.  We  belicA^e  that  these  changes, 
many  of  Avhich  are  just  expansions  of  what  you  haA^e  already  clone,  re- 
flect the  true  national  concern  for  the  rigors  of  employee  displacement, 
and  more  adequately  protect  employees  in  these  days  of  high  unem- 
ployment and  high  prices. 

50-338 — 75 IS 
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To  begin  with,  we  urge  that  wage  claims  be  treated  in  the  sa,me  man- 
ner as  secured  claims,  as  the  only  truly  effective  means  of  assuring 
woi-ker  security.  Certainly,  employees  who  invest  their  workin.o;  careers 
in  their  companies  should  have  no  less  protection  under  the  law  than 
one  who  invests  capital  on  a  secured  basis. 

Senator  Bukdick,  May  I  ask  a  question  at  this  point. 

How  can  you  treat  a  wage  claim  as  a  secured  claim,  under  what 
priority  ? 

]\Ir.  GiBBS.  'We  are  proposing  to  treat  it  as  the  equivalent  of  a  secured 
claim  in  terms  of  priority,  but  not  in  fact  putting  it  into  a  category  of 
secured  claim  as  such,  giving  it  a  priority  equal  to  the  secured  claim 
as  to  all  property  of  the  estate. 

Senator  Burdick.  When  a  company  has  a  first  mortgage,  let  us  say, 
on  a  copy  machine  or  something  in  the  office,  to  which  the  lien  attaches 
on  a  secured  claim.  You  were  saying  treat  it  in  the  same  manner  as 
secured  claims.  It  does  not  attach  any  particular  property? 

Mr.  GiBBS.  That  is  correct. 

Senator  Burdick.  So  vrhat  you  are  talking  about,  then,  would  be  a 
preferred  claim,  really. 

IMr.  GiBBS.  Excuse  me  ? 

Senator  Burdick.  What  you  are  talking  about  is  that  the  wage 
claim  would  be  a  preferred  claim  ? 

Mr.  GiBBs.  Yes,  that  is  right. 

]Mr.  ZiMNT.  It  seems  to  me.  Senator,  that  it  might  be  possible  to 
have  it  attached  to  property  to  the  extent  that  property  is  not  already 
subject  to  some  other  secured  claim. 

Senator  Burdick.  But  then  it  would  be  inferior  to  the  other  secured 
claim. 

Mr.  ZiMNY.  Yes.  For  example,  if  you  are  dealing  with  an  enterprise 
and  you  are  dealing  with  machines  in  a  building  and  other  physical 
assets,  to  the  extent  there  is  an  equity  which  is  not  secured,  the  wage 
claim  can  attach  to  that  much  as  does  a  mechanic's  lien,  for  example, 
under  many  State  laws.  It  attaches  to  the  property  it  enhances. 

Senator  Burdick.  Tliat  is  the  way  a  preferred  claim  would  operate. 

Mr.  ZiMNY.  Another  way  of  handling  it  which  would  not  be  as  good 
but  be  better  than  now  is  to  put  it  ahead  of  other  preferred  claims, 
make  it  the  first  of  the  preferred  claims.  Then  the  wage  priority  would 
rank  directly  behind  secured  claims. 

Senator  Burdick.  I  just  wanted  to  straighten  out  this  language.  You 
could  not  possibly  give  it  the  same  footing  as  a  secured  claim  on  a 
specific  property. 

Mr.  Gtbbs.  E'ight. 

Separate  and  apart  from  this  very  basic  change,  we  vigorously  sup- 
port an  expansion  of  the  definition  of  compensation  in  section  4-405 
(a)  (3)  to  include  the  following  items  based  on  the  Cost  of  Living 
Counf^il's  definition  of  wages  and  salaries:  vacation  and  holiday  pay, 
layoff  and  severance  pay,  pay-as-you-go  pension  plan  benefits,  sick 
leave  and  other  leave  pay,  bonuses,  supplemental  unemployment  bene- 
fits, night  shift,  overtime  and  incentive  pay,  payments  m  kind,  job 
perquisites,  housing  allowances,  uniform  and  other  work  clothing  al- 
lowances, cost  of  living  allowances,  commission  rates  and  other  bene- 
fits which  result  in  more  pay  for  services  performed. 
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In  a  similar  manner,  we  suggest  that  the  definition  of  employee  bene- 
fit plans  be  further  expanded  with  additional  references  also  taken 
from  COLC  regulations.  For  example,  subsection  (a)  (4)  should  in- 
clude claims  for  contributions  to  pension  plans,  health  and  welfare 
plans,  sickness  and  accident  benefit  plans,  annuity  plans,  deferred 
profit  sharing  plans,  life  insurance,  and  other  employee  benefit  plans. 
Such  an  expansion  of  the  definition  of  emplo3^ee  benefit  plans  would 
leave  no  doubt  in  anyone's  mind  as  to  the  intent  of  Congress  to  cover 
all  types  of  deferred  compensation. 

Perhaps  most  im];ortant  of  all,  tlie  amount  of  coverage  must  be 
ex])anded  from  the  suggested  $1,200  limit  foi-  compensation,  and  $r^00 
limit  for  contributions  to  employee  benefit  ])lans.  As  previously  noted, 
an  in':*reiise  to  $1,750  would  merely  give  workers  the  same  real-wage 
protection  provided  in  1026.  We  feel  that  tJiis  amount  is  insufficient 
just  as  $600  Avas  insufficient  in  1926. 

Although  we  truly  believe  that  there  should  be  no  limit  on  compen- 
sation or  contributions  owed  to  employees,  we  would  acknowledge  that 
a  1  year  retroactive  period  of  coverage  with  no  monetary  limit  for 
that  period  would  go  a  long  way  toward  assuring  worker  security. 

We  would  further  urge  that  the  1  j'ear  be  calculated  not  from  the 
(^onuiiencement  of  bankruptcy  pj^oceedings  or  the  cessation  of  business, 
but  solely,  as  Mr.  Zimny  has  suggested,  from  the  point  of  "substantial 
cessation  of  business."  Our  experience  has  been  that  employers  often 
go  out  of  business  gradually.  During  the  period  leading  up  to  cessa- 
tion, employers  may  M'ithhold  contributions  to  employee  benefit  plans. 
Sucii  action  frequently  goes  unnoticed  by  employees  since  they  do  not 
receive  these  contributions  directly.  As  a  result,  an  employer  may 
termiuate  his  business  and  owe  a  year's  contributions  to  the  pension  or 
welfare  plan.  Measuring  retroactive  periods  from  the  date  of  "sub- 
stantial cessation"  would  more  adequately  protect  these  important 
benefits. 

There  is  one  other  section  of  the  Bankruptcy  Act  which  is  of  partic- 
ular concei-n  to  the  labor  movement.  Section  4-602  gives  the  trustee  in 
bankruptcy  the  discretion  to  assum.e  or  reject  an  executory  contract 
of  the  debtor.  This  provision  arguably  gives  the  trustee  the  power  to 
reject  existing  collective  bargaining  agreements. 

We  submit  that  a  collective  bargaining  agreement  is  different  from 
other  contracts  of  the  debtor,  and  that  it  should  be  treated  differently 
under  the  Federal  Bankruptcy  Act. 

Unlike  other  contracts,  the  Supreme  Court  has  held  that  the  sub- 
stantiA'e  law  governing  collective  bargaining  agreements  is  to  be  fash- 
ioned by  the  Federal  courts  "from  the  policy  of  our  national  labor 
laws,"  Textile  Workers  v.  Lincoln  Mills,  353  U.S.  448,  456  (1957).  The 
Court  explained  that  the  general  law  governing  contracts  was  not  ap- 
plicable, and  that  while  courts  might  look  to  it  for  analogies,  the  in- 
corporation of  such  analogous  principles  would  be  proper  only  insofar 
as  "compatible  with  the  purpose  of"  national  labor  policv. 

In  1960,  in  United  Steehoorkers  of  America  v.  Warrior  &  Gulf  Navi- 
gation Co.,  a  Supreme  Court  decision,  the  Court  set  forth  what  has 
come  to  be  regarded  as  the  classic  judicial  statement  of  the  unique 
nature  of  a  collective  bargaining  agreement : 

A  collective  bargaining  agreement  is  an  effort  to  erect  a  system  of  industrial 
self-government.  When  most  parties  enter  into  contractual  relationship  they  do 
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so  volnntarilj'.  in  the  sense  that  there  is  no  real  r-nmimlsinn  to  deal  with  one  an- 
other, as  opposed  to  dealing  with  other  parties.  This  is  not  true  of  the  labor  agree- 
ment. '1  ho  choice  is  generally  not  between  entering  or  refusing?  to  enter  into  a 
relationship,  for  that  in  all  proliability  preexists  the  negotiations.  Rather  it  is 
between  having  that  relationship  governed  by  an  agreed-upon  rule  of  law  or 
leaving  each  and  every  matter  sul>ject  to  a  temporary  re.soiution  dependent 
solely  upon  the  relative  strength,  at  any  given  moment,  of  the  eonreuding  forces. 
The  mature  labor  agreement  may  attempt  to  regulate  all  aspects  of  the  compli- 
cated relationship.  i"rom  the  most  crucial  to  the  most  minute  over  an  extended 
period  of  time. 

As  thus  defined,  and  as  amplified  in  subsequent  Supreme  Court  de- 
cisions, a  collective  bargaining  agreement  is  fundamentally  different 
from  the  normal  contract.  Tlie  ''policy  of  our  national  labor  laws"  does 
not  permit  issues  "with  respect  to  collective  bargaining  agreements  to 
be  determined  solel}'  with  reference  to  the  interests  of  the  immediate 
parties,  that  is,  the  union  and  the  employer,  and  in  this  case  the  trustee. 
Congress  has  determined  that  the  collective  baigaining  process  and  the 
agreements  eventuating  therefrom  are  to  serve  interests  beyond  those 
of  unions  and  employers ;  the  interest  of  employees  in  the  establish- 
ment and  maintenance  of  "a  system  of  industrial  self -government" ; 
and  the  general  societal  interest  in  industrial  peace  and  stability. 

Central  to  national  labor  policy  is  a  concern  for  the  employees  who, 
although  not  themselves  parties  to  collective  bargaining  agreements, 
are  the  principal  beneficiaries.  They  are  the  ones  accorded  protectecl 
rights  for  mutual  aid  and  protection  under  section  7  of  the  National 
Labor  Relations  Act,  and  the  duties  imposed  upon  employers  and 
unions  in  section  8 — including  the  duty  to  bargain — exist  for  the  pur- 
pose of  vindicating  those  section  7  rights.  The  system  of  industrial 
self-government  erected  by  a  collective  bargaining  agreement  is  the 
culminating  achievement  of  the  statutory  concern  for  enhancing  tlie 
interests  of  employees.  Thus,  a  collective  bargaining  agreement  is 
much  more  than  an  exchange  of  promises  between  the  parties — the 
union  and  the  emploj'er. 

Congress  has  recognized  that  a  breakdown  in  the  sj^stem  of  self- 
government  established  by  a  collective  bargaining  agreement  is  dis- 
ruptive of  interstate  commerce.  Because  of  its  concern  for  the  interest 
of  employees  and  the  general  public,  neitlier  of  whom  are  direct  par- 
ties to  collective  bargaining  agreements.  Congress  undertook  in  the 
NLRA  to  impose  obligations  upon  the  directly  contracting  parties 
wholly  foreign  to  the  common  law  of  contracts.  Employers  and  unions 
are  not  parties  who  deal  with  each  other  on  a  Avholly  voluntary  basis. 
"Central  to  the  peculiar  status  and  function  of  a  collective  bargain- 
ing agreement  is  the  fact,  dictated  both  by  circumstance  *  *  *  and 
by  the  requirements  of  the  National  Labor  Relations  Act,  that  it  is  not 
in  any  real  sense  the  simple  product  of  a  consensual  relationship.*' 
John  Wiley  &  Sons  v.  Limngston,  376  U.S.  543,  550  (1964). 

In  the  normal  contractual  relationship,  parties  come  together  volun- 
tarily under  no  compulsion  to  bargain.  Should  they  enter  into  an 
agreement,  their  obligations  to  each  other  are  defined  by  and  do  not 
extend  beyond  that  agreement.  Should  one  party  fail  to  obtain  his 
rightful  fruits  of  a  bargain,  he  may  be  free  to  extricate  himself  from 
the  entire  arrangement :  certainly,  he  has  no  continuing  duty^  to  bar- 
gain again  with  the  other  party  as  to  new  agreements. 

Opposed  to  this  is  the  relationship  of  a  union  and  employer  under 
the  national  labor  relations  laws.  These  parties,  as  the  Supreme  Court 
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lias  said  and  as  the  act  plainly  provides,  are  under  a  "real  conipidsion 
to  deal  -with  one  another."  Congress  has  imposed  upon  them  a  set  of 
reciprocal  obligations  which  persist  regardless  of  the  existence  of  a 
contract.  Tlius,  as  to  questions  of  wages  and  working  conditions,  they 
have  a  statutory  duty  to  bargain;  tliev  have  no  optiou,  as  «do  parties  in 
the  normal  contractual  relationship,  simply  to  refrain  from  dealing 
with  eacli  other.  Moreover,  should  the  union  and  the  employer  enter 
into  an  agreement,  that  agreement  does  not  delimit  the  ol)ligations  of 
the  parties  to  each  other.  There  remain  the  obligations  imposed  by 
statute.  For  example,  the  statutory  duty  to  bargain  remains  during 
the  course  of  the  contract  as  to  matters  not  covered  therein.  NLRB  v. 
C.  &  C.  Plywood  Corp..  385  U.S.  421  ( lOGT) .  And  once  the  contract  has 
]-un  its  course,  the  parties  are  still  locked  into  their  bargaining  rela- 
tionship. The  ending  of  a  collective  bargaining  agreement,  by  what- 
ever means,  does  not  end  the  statutory  obligation  of  the  parties  to  deal 
Avitli  each  other. 

Once  these  special  characteristics  of  collective  bargaining  agree- 
ments are  recognized,  it  becomes  readily  apparent  that  the  unilateral 
abrogation  of  a  collective  bargaining  agreement  is  antagonistic  to  our 
national  labor  policy,  and  thus  cannot  be  permitted.  To  allow  one 
party  to  wipe  out  with  a  single  stroke  an  entire  system  of  industrial 
self-government — the  mechanism  for  the  maintenance  of  stable  oper- 
jitions  and  peaceful  resolution  of  labor  disputes — disserves  the  very 
interests  of  employees  and  the  public  which  Congress  sought  to 
protect. 

As  we  ha^e  seen,  employers  and  unions  are  locked  into  a  legal  re- 
lationship regardless  of  the  existence  of  a  contract.  They  operate 
under  a  continuing  duty  to  bargain  which  would  in  no  way  be  dimin- 
ished by  a  unilateral  cancellation  of  a  contract.  Even  if  the  collective 
bargaining  agreement  could  be  abrogated  unilaterally,  the  trustee,  as 
the  employer,  would  still  be  obligated  to  bargain  with  the  union  under 
basic  requirements  of  the  National  Labor  Relations  Act,  and  could 
still  make  no  changes  in  wages  or  working  conditions  without  first 
])a]'gainin(r  with  the  union.  I  note  that  there  have  been  cases  under  the 
Xational  Labor  Relations  Act  in  which  the  Board  found  violations  by 
trustees  for  nctions  taken  in  deroo-ation  of  the  bargaining  relationship. 

The  absurdity  of  allowinir  unilateral  abroo-atiou  becomes  clear  when 
the  statutorily  imposed  afteruiath  is  considered.  Followiiig  abroga- 
tion, the  parties  would  be  required  to  sit  dowii  and  immediately  com- 
mence negotiations  for  a  new  agreement.  LTntil  those  negotiations 
were  completed,  the  trustee  would  be  required  to  maintain  in  effect 
the  terms  and  conditions  of  employment  which  had  been  established 
by  the  "abrogated"  agreement.  If  the  parties  were  unable  to  agree 
upon  the  terms  of  a  new  agreement,  each  would  be  free  to  use  eco- 
nomic weapons  such  as  the  strike  or  lockout,  in  support  of  its  bar- 
p-niniup^  position.  The  twin  vices  of  instability  in  self-o'overnmout  and 
disnmtion  of  economic  peace  which  Congress  hoped  to  aA'oid  thus 
would  be  resurrected. 

Based  on  ^his  overall  rationale,  the  Federal  courts  have  cousistently 
refused  to  allow  one  party  to  a  conective-baT*<Tf;ii]iinir  aqfreonient  to  ab- 
roo-ate  th^  acrreement  based  on  the  other  side's  breach  of  contract.  I 
have  cited  numerous  cases  in  my  paper  for  that  proposition. 
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We  submit  that  the  same  considerations  are  applicable  to  the  situa- 
tion of  a  bankrupt  emploj'er.  As  noted  by  Mr.  Zimny,  Judge  Whitman 
Knapp,  of  the  U.S.  District  Court  for  the  Southern  District  of  New 
York,  recently  approved  of  this  view  when  he  refused  to  allow  a 
trustee  in  bankruptcy  to  reject  a  collective-bargaining  agreement. 

All  of  this  is  not  to  say  that  the  parties  cannot  mutually  agree  to 
cancel  a  collective-bargaining  agreement,  although  even  here  national 
labor  policy  imposes  restraints  foreign  to  the  common  law.  We  submit 
that  at  the  very  least  section  4— 602(f)  be  amended  to  provide  that  a 
trustee  cannot  reject  a  collective-bargaining  agreement  without  the 
consent  of  the  other  party  or  parties. 

It  is  our  fervent  hope  that  the  committee  will  adopt  our  recommen- 
dations which  are  essential  to  provide  a  minimum  of  security  and  pro- 
tection for  workers  who  suffer  grave  deprivations  as  a  result  of  bank- 
ruptcies. Thank  you  again,  Mr.  Chairman,  for  this  opportunity  to 
present  this  statement.  And  may  I  ask  that  Mr.  Bredhoff's  complete 
statement  be  made  a  part  of  the  record  at  this  point. 

Senator  Btjrdick.  Without  objection  so  ordered. 

[The  prepared  statement  of  Elliot  Bredhoff  follows :] 

Statement  of  Elliot  Bredhoff.  General  Counsel,  Industrial  Union 

Department,  AFL-CIO 

the  bankruptcy  act 

My  name  is  Elliot  Bredhoff.  I  am  General  Counsel  of  the  Industrial  Union 
Department  of  the  AFL-CIO.  The  Industrial  Union  Department  is  comp  ».sed  of 
56  national  and  international  unions  affiliated  with  the  AFL-CIO  representing 
over  five  million  industrial  emplo.vees.  We  appreciate  this  opportunity  to  present 
our  views  on  the  vital  need  to  expand  and  modernize  wage  and  employee  benefit 
protections  under  the  Bankruptcy  Act. 

The  federal  bankruptcy  laws  have  long  recognized  the  extreme  vulnerability  of 
employees  of  a  bankrupt  employer.  As  far  back  as  1S41,  the  bankruptcy  laws 
provided  a  distribution  priority  for  employees  who  could  not  be  expected  to  know 
anything  of  the  credit  of  their  employer,  and  who  generally  would  have  no  sub- 
stantial savings  or  other  reserves  to  fall  back  on  in  case  of  precipitous  loss  of 
employment. 

This  priority,  at  first  limited  to  $2.5,  was  established  in  order  to  provide  a 
"protective  cushion"  against  economic  displacement  caused  by  bankruptcy.  By 
1926.  the  maximum  amount  entitled  to  priorty  had  been  raised  to  $600  earned 
within  three  months  before  the  date  of  commencement  of  the  bankruptcy 
proceeding. 

Over  the  succeeding  fifty  years,  we  witnessed  an  unprecedented  transforma- 
tion in  the  composition  of  employee  compensation,  and  a  tremendous  increase  in 
the  cost  of  living.  Yet,  during  this  period.  Section  104  of  the  Federal  Bankruptcy 
Act,  covering  employee  "wage"  claims,  has  remained  substantially  unchanged. 
An  anachronism  thus  exists  in  the  1970's. 

Since  1926  we  have  seen  a  spectacular  increase  in  governmental  in*"erest  and 
support  of  federal  and  state  legislation  and  programs  to  increase  the  protection 
of  the  worker  against  the  ravages  of  economic  displacement.  Unemployment 
compensation  and  workmen's  compensation  laws  have  been  enacted  throughout 
the  country,  and  benefits  for  those  programs  have  been  raised  on  a  regulnr  bnsis. 
Billions  of  dollars  have  been  spent  in  the  administration  of  manpower  develop- 
ment and  training  programs  which  are  too  numerous  to  mention. 

The  National  Labor  Relations  Act.  passed  in  1935.  has  been  interpreted  by  the 
NLRB  and  the  Courts  to  provide  a  mandatory  duty  to  bargain  over  questions  of 
job  elimination,  successorship  and  the  establishment  of  pensions,  health  and 
welfare  plans  and  a  variety  of  other  employee  benefit  plans. 

The  Trade  Adjustment  Act  has  helped  ameliorate  the  displacement  of  workers 
who  lose  their  jobs  due  to  foreign  competition.  More  recently.  Congress  jiassed 
ERISA,  called  by  many  the  greatest  piece  of  social  legislation  since  the  Social 
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Security  Act,  in  order  to  provide  income  security  to  the  worker  in  his  or  her 
later  life. 

During  this  same  period  we  have  also  seen  a  major  change  in  the  structure  of 
wages.  The  development  of  a  strong  labor  movement,  together  with  federal 
government  protection  of  the  duty  to  bargain  over  fringe  benefits,  has  Jielped 
stimulate  employer  expansion  of  the  wage  and  benefit  package.  Compensation 
items  such  as  vacation  pay,  severance  pay,  supplemental  unemployment  bene- 
fits, pensions,  and  health  and  welfare  plans  are  common  today.  Fringe  benefits 
such  as  these,  which  as  late  as  1947  constituted  only  16.1%  of  payroll  cost«,  today 
constitute  approximately  one-third  of  payroll  costs.  This  development  cannot  be 
considered  in  a  vacuum.  It  has  occurred  in  the  context  of  a  marked  increase  in 
the  cost  of  living.  To  illustrate,  it  would  take  approximately  $1,750  today  to 
buy  what  $000  bought  in  19J6. 

It  is  incredible  to  thiuk  that  despite  this  fifty  year  record  of  increasing  con- 
cern for  the  economic  welfare  of  the  displaced  worker,  the  changing  structure  of 
employee  compensation,  and  the  threefold  increase  in  the  cost  of  living,  nothing 
has  been  done  to  make  the  coverage  of  the  Federal  Bankruptcy  Act  more  re- 
sponsive to  the  needs  of  the  displaced  employee. 

The  maximum  protection  afforded  to  employees  in  1975  is  still  at  the  .*600 
level  established  in  1926.  Likewise,  the  three  month  limit  on  compensation  is 
still  in  effect  although  employer  defaults  span  much  longer  periods. 

The  problem  is  further  exacerbated  in  that  the  three  month-$600  wage  priority, 
limited  as  it  is,  applies  only  to  some  of  the  fringe  benefits  which  constitute  such 
a  siguificajit  part  of  an  employee's  compensation  today.  Under  rhe  current  law, 
employees  receive,  at  best,  a  priority  for  only  that  portion  of  the  fringe  benefits 
(e.g.,  vacation,  holiday,  severance,  and  sick  leave  pay)  which  accrued  during  the 
last  three  months  before  the  commencement  of  the  bankruptcy  preceeding.  It 
many  cases,  employees  have  had  to  go  to  the  expense  and  delays  involved  in 
litigating  the  issue  of  whether  even  these  limited  benefits  were  in  fact  "wages" 
within  the  meaning  of  the  Act. 

The  situation  is  even  worse  in  the  area  of  deferred  benefits  such  as  pensions, 
health  and  welfare  plans,  sickness  and  accident,  annuity,  and  life  insurance 
benefits.  Section  104(a)  (2)  of  the  Federal  Bankruptcy  Act  has  been  interpreted 
to  exclude  such  deferred  compensation.  This  narrow  construction,  it  should  be 
emphasized,  stands  in  contrast  with  the  contemporaneous  expansion  of  the  defi- 
nition of  "wages"  under  the  NLRA  and  other  labor  legislation. 

The  inequity  of  this  situation  is  highlighted  by  virtue  of  the  extremely  broad 
definition  of  "wages  and  salaries"  included  in  the  regulations  of  the  Cost  of 
Living  Council,  which  were  implemented  to  control  wage  and  salary  increases. 
Imagine  the  feeling  of  an  employee  of  a  noM'  bankrupt  company  who  had  his 
"wages"  cut  back  two  years  ago  by  the  COLC  and  who  now  learns  that  for  pur- 
poses of  wage  recovery  under  the  Bankruptcy  Act,  a  susbtantial  proportion  of  his 
compensation  is  no  longer  considered  wages. 

Compounding  all  of  these  other  Vv'eaknesses  and  inequities  in  the  Act  is  the 
overriding  fact  that  whatever  priority  is  accorded  to  wages  is  subordinated  to 
secured  claims.  Recent  government  statistics  from  the  Administrative  Office  of 
the  United  States  Supreme  Court  indicate  that  unsecured  creditors  receive  an 
average  of  approximately  S%  of  the  debts  owed  them  while  priority  creditors 
average  only  about  34%  recovery.  In  contrast,  secured  creditors  receive  approxi- 
juately  76%'  payment  of  their  obligations.  Thus,  the  limited  wage  priorities  dis- 
cus'-ed  above  are  even  less  adequate  than  would  appear. 

The  time  has  come,  we  submit,  to  bring  the  Bankruptcy  Act  into  the  twentieth 
centui-y. 

We  are  pleased.  I  must  add,  by  the  present  attempts  to  amend  the  coverage 
of  the  Bankruptcy  Act  in  regard  to  employee  wage  claims.  The  expanded  defini- 
tion of  wages  to  include  vacation,  severance  and  sick  leave  pay  and  the  inclusion 
of  an  additional  category  for  employee  benefit  plan<«  such  as  pensions  and  insur- 
ance, is  partially  reflective  of  the  realities  of  present  day  waee  comi)ensation. 
Similarly,  the  proposed  increa.se  in  the  maximum  amount  to  .$1200  is  a  step  in 
the  right  direction. 

However,  since  our  experience  has  been  that  amendments  to  the  wage  priority 
sertion  are  far  and  few  between,  we  must  point  out  the  deficiencies  in  the  pro- 
posal. We  wish  to  see  certain  additional  changes  made  in  the  Act.  We  believe  that 
these  changes,  many  of  which  are  just  expansions  of  what  you  have  already  done, 
reflect  the  true  national  concern  for  the  rigors  of  employee  displacement,  and  more 
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adequately  protect  employees  iu  these  clays  of  high  uueinploymeiit   and  high 
prices. 

To  begin  with,  we  urge  that  wage  claims  be  treated  in  the  same  manner  as  se- 
cured claims,  as  the  only  truly  effective  means  of  assuring  worker  security.  Cer- 
tainly, employees  who  invest  their  win-king  careers  in  their  companies  should 
have  no  less  protection  under  the  law  than  one  who  invests  capital  on  a  secured 
basis. 

Separate  and  apart  from  this  very  basic  change,  we  vigorously  support  an  ex- 
pansion of  the  definition  of  compensation  in  section  4-405 (a)  (3)  to  include  the 
following  items  based  on  the  Cost  of  Living  Coiuicil  definition  of  wages  and 
salaries:  vacation  and  holiday  pay,  layoff  and  severance  pay,  pay-as-you-go  pen- 
sion plan  benefits,  sick  leave  and  other  leave  pay,  bonuses,  supplemental  unem- 
ployment benefits,  night  shift,  overtime  and  incentive  pay,  payments  in  kind,  job 
prere(iuisites.  housing  allowances,  uniform  and  otlier  work  clothing  allowances, 
cost  of  living  allowances,  commission  rates  and  other  benefits  which  result  iu 
more  pay  for  services  performed. 

In  a  similar  manner,  we  suggest  that  the  definition  of  employee  benefit  plans  be 
further  expanded  with  additional  references  also  taken  from  COLC  regulations. 
For  example,  subsection  (a)  (4)  should  include  claims  for  contributions  to  pen- 
sion plans,  health  and  welfare  i)lans,  sickness  and  accident  benefit  plans,  annuity 
plans,  deferred  profit  sharing  plans,  life  insurance,  and  other  employee  benefit 
plans.  Such  aji  expansion  of  the  definition  of  employee  benefit  plans  would  leave 
no  doubt  in  anyone's  mind  as  to  the  intent  of  Congress  to  cover  all  types  of  de- 
ferred compensation. 

Pei'haps  most  important  of  all,  the  amount  of  coverage  must  be  expanded  from 
the  suggested  .*12(K)  limit  for  compensation,  the  $300  limit  for  contributions  to 
employee  benefit  plans.  As  previously  noted,  an  increase  to  $1750  would  merely 
giA'e  workers  the  same  "real-wage"  protection  provided  in  1926.  We  feel  that  this 
amount  is  insufficient  just  as  $600  was  insufficient  in  1926. 

Although  we  truly  believe  that  there  should  be  no  limit  on  compensation  or 
contriliutions  owed  to  employees,  we  would  acknowledge  that  a  one  .year  retro- 
active period  of  coverage  with  no  monetary  limit  for  that  period  would  go  a  long 
way  toward  assuring  worker  security. 

"We  would  further  urge  that  the  one  year  be  calculated  not  from  the  com- 
mencement of  iiankruptcy  proceedings  or  the  cessation  of  business,  Itut  solely 
from  the  jwint  of  "substantial  cessation  of  business."'  Our  experience  lias  been 
that  employers  often  go  out  of  business  gradually.  During  the  period  leading  up 
to  cessation,  employers  may  withliold  contributions  to  employee  benefit  plans. 
Such  action  frequently  goes  unnoticed  by  employees  .since  they  do  not  receive 
these  contributions  directly.  As  a  result,  an  employer  may  terminate  his  business 
and  owe  a  year's  contributions  to  the  pension  or  welfare  plan.  Measuring  retro- 
active periods  from  the  date  of  "substantial  cessation"  would  more  adequately 
protect  the.se  important  benefits. 

There  is  one  other  section  of  the  Bankruptcy  Act  which  is  of  particular  con- 
cern to  the  lalior  movement.  Section  4-602  gives  the  trustee  in  bankruptcy  the 
discretion  to  assume  or  reject  an  executory  contract  of  the  debtor.  This  provision 
arguably  gives  the  trustee  the  power  to  reject  existing  collective  bargaining 
agreements. 

We  submit  that  a  collective  bargaining  agreement  is  different  from  other 
contracts  of  the  debtor,  and  that  it  should  lie  tieated  differently  under  the 
Federal  Bankruptcy  Act.  SJiopmen's  Local  Unwn  Xo.  .',^5  v.  Kevin  Steel  Products, 
Inc.,  381  F.  Supp  336  (S.D.  N.Y.  1974) . 

Unlike  other  contracts,  the  Supreme  Court  has  held  that  the  substantive  law 
governing  collective  bargaining  agreements  is  to  be  fashioned  by  the  federal 
courts  "from  the  policy  of  our  national  labor  laws,"  Textile  Workers  v.  Lincoln 
Mills,  353  U.S.  448,  456  (1957).  The  Court  explained  that  the  general  law  gov- 
erning contracts  was  not  applicable,  and  that  while  courts  might  look  to  it  for 
analogies,  the  incorporation  of  such  analogous  lulntiples  would  lie  proper  only 
insofar  as  "couipatil/ie  with  the  purpose  of"  national  labor  policy.  Id.  at  457. 

In  10«'.0,  in  United  steehvorlcers  of  America  v.  Warrior  rf  Gulf  '^'avigation  Co.. 
363  U.S.  574,  580  (1960),  the  Court  set  forth  wliat  has  come  to  be  regarded  as 
the  cl.issic  judicial  statement  of  the  unique  nature  of  a  collective  bargaining 
agreement : 

"A  collective  bax'gaining  agreement  is  an  effort  to  erect  a  system  of  industrial 
self-government.  When  most  parties  enter  into  contractual  relationship  they  do 
so  voluntarily,  in  the  sense  that  there  is  no  real  compuLsion  to  deal  with  one 
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another,  as  oiiposetl  to  dealing  with  other  parties.  This  is  not  true  of  the  Uibor 
agreement.  The  choice  is  generally  not  lietween  entering  or  refusing  to  enter  into 
a  relationship,  for  that  in  all  probability  pre-exists  the  negotiations.  Rather  it 
is  between  having  that  relationship  governeil  by  an  agreed-upon  rule  of  law 
or  leaving  each  and  every  matter  subject  to  a  temporary  resolution  dependent 
solely  upon  the  relative  strength,  at  any  given  moment,  of  the  contending  forces. 
The  mature  labor  agreement  may  attempt  to  regulate  all  aspects  of  the  compli- 
cated relationship,  from  the  most  crucial  to  the  most  minute  over  an  extended 
period  of  time." 

As  thus  defined,  and  as  amplified  in  subsequent  Supreme  Court  decisions,  a 
collective  bargaining  agreement  is  fundamentally  ditfereut  from  the  "normal" 
contract.  The  "policy  of  our  national  labor  laws"  does  not  permit  issues  with 
respeci  (o  collective  bargaining  agreements  to  be  determined  solely  with  reference 
to  the  interests  (jf  the  immediate  parlies,  i.e.,  the  union  and  the  employer  (here 
the  irustee).  Congress  has  determined  that  the  collective  bargaining  process  and 
the  agreements  eventuatiu':;-  therefrom  are  to  serve  interests  beyond  those  of 
unions  and  employers;  the  interest  of  employees  in  the  establishment  and  mainte- 
nance of  "a  system  of  industrial  self-governmenf ;  and  the  general  societal  in- 
terest in  industrial  peace  and  stability. 

Central  to  national  labor  policy  is  a  concern  for  the  employees  who,  although 
not  theinselves  parties  to  collective  bargaining  agreements,  are  the  principal 
lieneliciaries.  They  are  the  ones  accorded  "protected"'  rights  for  mutual  aid  and 
protection  under  Section  7  of  the  Xntional  Lalior  Kelatiuus  Act,  and  the  duties 
imposed  upon  employers  and  unions  in  .Section  S — including  the  duty  to  bargain — ■ 
exist  for  the  purpose  of  vindicating  those  Section  7  rights.  The  system  of  indus- 
trial self-govei-nment  erected  by  a  collective  bargaining  agreement  is  the  cul- 
minating achievement  of  the  statutory  concern  for  enhancing  the  interests  of 
employees.  Thus,  a  collective  l)argaining  agreement  is  much  more  than  an  ex- 
change (if  promi.ses  between  the  parties — the  Union  and  the  employer. 

Congress  has  recognized  that  a  breakdown  in  the  system  of  self-government 
established  by  a  collective  bargaining  agreement  is  disruptive  of  interstate  com- 
merce. Because  of  its  concern  fur  the  interest  of  employees  and  the  general  public, 
neither  of  wliom  are  direct  jiarties  to  collective  bargaining  agreements.  Congress 
undertook  in  the  M-RPJ  to  impose  obligations  upi>n  the  directly  contracting 
parties  wholly  foreign  to  the  common  law  of  contracts.  Employers  and  unions 
are  not  parties  who  deal  with  each  other  on  a  wholly  voluntary  basis.  "Central 
to  the  peculiar  status  and  function  of  a  collective  bargaining  agreement  is  the 
fact,  dictated  liotli  liy  circumstance  .  .  .  and  by  the  requirements  of  the  National 
Labor  Relations  Act.  that  it  is  not  in  any  real  sense  the  simple  product  of  a  con- 
sensual relationsliip."  John  Wil< a  d-  Sons  v.  Livhuiston.  370  U.S.  o43,  550  (10<Ul. 
In  the  normal  contractual  relationship,  parties  come  together  voluntarily  under 
no  compulsion  to  bargain.  Sliould  they  enter  into  an  agreement,  their  obligations 
to  each  other  are  defined  by  and  do  n.ot  extend  lieyond  that  agreement.  Should 
one  party  fail  ti>  obtain  his  rightful  fruits  of  a  bargain,  he  may  be  free  to  ex- 
tricate liimself  from  the  entire  arrangement ;  certainly,  he  has  no  continuing  duty 
to  bargain  again  with  the  other  party  as  to  new  agreements. 

Opposed  to  this  is  the  relationship  of  a  union  and  employer  under  the  national 
labor  relations  laws.  These  parties,  as  the  Supreme  Court  has  .said  and  as  the 
Act  plainly  ])rovides,  are  under  a  "real  compulsion  to  deal  with  one  another.'' 
Congress  has  imposed  upon  them  a  set  of  reciprocal  obligations  v/hich  persist 
regardless  of  the  existence  of  a  contract.  Thus,  as  to  questions  of  wages  and 
woi-king  conditions,  they  have  a  statutory  duty  to  bargain ;  they  have  no  option, 
as  do  parties  in  the  normal  contractual  relationship,  simply  to  refrain  from  deal- 
ing with  each  other.  Moreover,  should  the  union  and  the  employer  enter  into  an 
agreement,  that  agreement  does  not  delinut  the  obligations  of  the  parties  to  each 
other.  There  remain  the  obligations  imposed  by  statute.  For  example,  the  statu- 
tory dutv  to  bargain  remains  during  the  course  of  the  contract  as  to  matters  not 
covered  therein.  yLEB  v  C  d-  V  PlDU-ond  Corp.,  .385  U.S.  421  (1967).  And  once 
the  contract  has  run  its  cour.se.  the  parties  are  still  locked  into  their  bargaining 
relationship.  The  ending  of  a  collective  bargaining  agreement,  by  whatever  mean.?, 
does  not  end  the  statutory  obligation  of  the  parties  to  deal  with  each  other. 

Once  these  special  characteristics  of  collective  bargaining  agreements  are  recog- 
nized, it  becomes  readily  apparent  that  the  unilateral  abrogation  of  a  collective 
bargaining  agreement  is  antagonistic  to  our  national  labor  policy,  and  thus  can- 
not be  permitted.  To  allow  one  party  to  wipe  out  with  a  single  stroke  an  entire 
system  of  industrial  self-«<overnment — the   mechanism  for  the  maintenance  of 
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stable  operations  and  peaceful  resolution  of  labor  disputes — disserves  the  very 
interests  of  employees  and  the  public  which  Congress  sought  to  protect. 

As  we  have  seen,  employers  and  unions  are  locked  into  a  legal  relationship 
regardless  of  the  existence  of  a  contract.  They  operate  under  a  continuing  duty 
to  bargain  which  would  in  no  way  be  diminished  by  a  unilateral  cancellation  of  a 
contract.  Even  if  the  collective  bargaining  agreement  could  be  abrogated  uni- 
laterally, the  trustee,  as  the  employer,  would  still  be  obligated  to  bargain  with 
the  union  under  basic  requirements  of  the  National  Labor  Relations  Act,  and 
could  still  make  no  changes  in  wages  or  working  conditions  without  first  bar- 
gaining with  the  union.  Durand  v.  NLRB,  296  F.  Supp.  1049,  1055-1056  (W.D. 
Ark.  19G9)  ;  In^Ivstrial  Union  of  Marine  Shipbuilding  Workers  v.  NLRB,  320  F.2d 
615  (3rd  Cir.  19G3),  cert,  denied  svb  nom,  Bethlehem  Steel  Co.  v.  SLRB,  375  U.S. 
984  (19ti4)  :  NLRB  v.  Cone  Mills  Corp.,  373  F.2d  595,  59^-599  (4th  Cir.  1967)  ; 
Oneida  Knitting  Mills,  Inc.  v.  NLRB,  375  F.2d  385,  388  (4th  Cir.  1967)  ;  Hinson  v. 
NLRB,  428  F.2d  133,  137  (8th  Cir.  1970).  See  also,  Fihrehoard  Corp.  v.  Labor 
Board,  379  U.S.  203  (1964). 

The  absurdity  of  allowing  unilateral  abrogation  becomes  clear  when  the  statu- 
torily-imposed  aftermath  is  considered.  Following  abrogation,  the  parties  would 
be  i-equired  to  .^it  down  and  immediately  commence  negotiations  for  a  new  agree- 
ment. Until  those  negotiations  were  completed,  the  trustee  would  be  required  to 
maintain  in  effect  the  terms  and  conditions  of  employment  which  had  been  estab- 
lished by  the  "abrogated"  agreement.  If  the  parties  were  unable  to  agree  upon  the 
terms  of  a  new  agreement,  each  would  be  free  to  use  economic  weapons  (strike, 
lockout,  etc),  in  support  of  its  bargaining  position.  The  twin  vices  of  instability 
in  self-government  and  disruption  of  economic  peace  which  Congress  hoi)ed  to 
avoid  thus  would  be  resurrected. 

Based  on  this  overall  rationale,  the  federal  courts  have  consistently  refused 
to  allow  one  party  to  a  collective  bargaining  agreement  to  abrogate  the  agree- 
ment based  on  the  other  side's  breach  of  contract.  Yale  &  Tovne  Manufacturing 
Company  v.  Local  Lodge  No.  1111,  299  F.2d  882  (3rd  Cir.  1962)  ;  Drake 
Bakeries  Inc.  v.  American  Bakery  &  Confectionary  Workers,  370  U.S.  254  (1962)  ; 
Local  Vnion  No.  121.  United  Packinghouse  Workers  v.  Needham  Packing  Co.. 
376  U.S.  247  (1964)  :  United  Steelu'orkers  of  America,  v.  American  International 
Aluminum  Corp.,  334  F.2d  147,  149,  150-151  (5th  Cir.  1964)  ;  Brotherhood  of 
Locomotive  Firemen  &  Enginemen,  Lodge  844  ■^'-  Kennecott  Copper  Corp..  338  F. 
2d  224.  226  (10th  Cir.  19(>i)  ;  Minnesota  Joint  Board,  Amalgamated  Clothing 
Workers  of  America  v.  United  Garment  Manufaetnrifig  Co.,  338  F.2d  195  (8th 
Cir.  1964)  ;  Trailways  of  New  England,  Inc.  v.  Amalgamated  Association  of 
Street.  Electric  Railvav  and  Motor  Coach  Employees,  343  F.2d  815.  817  (1st 
Cir.  1965),  eert.  dniied,  382  U.S.  879;  and  NLRB  v.  State  Electric  Service,  Inc.. 
All  F.2d  749  (5th  Cir.  1973). 

We  submit  that  the  same  considerations  are  applicable  to  the  situation  of  a 
bankrupt  employer.  As  noted  above,  Judge  AVhitman  Knapp,  of  the  U.S.  District 
Court  for  the  Southern  District  of  New  York,  recently  approved  of  this  view 
when  he  refused  to  allo\^-  a  trustee  in  bankruptcy  to  reject  a  collective  bargain- 
ing agreement  in  the  case  of  Shopmen's  Local  Union  No.  455  v.  Kevin  Steel 
Products.  Inc.,  381  F.  Supp.  336  (S.D.  N.Y.  1974). 

.\11  of  this  is  not  to  say  that  the  parties  cannot  mutually  agree  to  cancel  a 
collective  bargaining  agreement,  although  even  here  national  labor  policy  im- 
poses restraints  foreign  to  the  common  law.  We  submit  that  at  the  very  least 
section  4-602 (f)  be  amended  to  provide  that  a  triistee  cannot  reject  a  collective 
bargaining  agref'ment  without  the  consent  of  the  other  party  or  parties. 

It  is  our  fervent  hoije  that  the  Committee  will  adopt  our  recommendations 
which  are  essential  to  provide  a  minimum  of  security  and  protection  for  workers 
who  suffer  grave  deprivations  as  a  result  of  bankruptcies.  Thank  you  again,  Mr. 
Chairman,  for  this  opportunity  t"  present  this  statement. 

Thank  von.  :^^r.  Gibbs. 
W^  Vv-j]]  be  in  reross  iir;f  il  2  o'clock. 

r^Vhorenpo"  at  11 :0r>  n.m.  tljo  subcor\mitteo  roce?.sed  until  2  o'clock 
the  same  da}'.] 

.VKTERXOOX  SESSION'  ' 

''  Senator  BuRniCK.  AMio  wants  to  testify  next  ?  •  ••■"'•'■•' 
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STATEMENT  OF  ELIHU  LEIFEE,  BUILDING  AND  CONSTEUCTION 

TKADES 

Mr.  Leifer.  Mr.  Chairman,  my  name  is  Elihu  Leifer,  and  I  am  an 
attorney  in  the  Office  of  the  General  Coinisel  of  the  Building  and  Con- 
struction Trades  Department,  AFL-CIO. 

I  am  here  today  to  present  the  statement  of  Mr.  Georgine,  the  presi- 
dent of  the  department  who  regrets  that  a  previous  commitment  has 
made  him  unable  to  attend. 

I  will  now  read  Mr.  Georgine's  statement. 

[Prepared  statement  of  Robert  A.  Georgine  follows:] 

Statement  of  Kobekt  A.  Geokgine,  President  of  the  Building  and  Construc- 
tion Trades  Department,  AFL-CIO 

My  name  is  Robert  A.  Georgine.  I  am  President  of  the  Building  and  Construc- 
tion Trades  Department,  AFL-CIO,  wliicli  is  composed  of  seventeen  affiliated 
International  Unions  and  their  throe-and-one-half  million  building  and  construc- 
tion tradesmen  throughout  the  country.  On  behalf  of  the  Department,  I  wish 
to  express  our  appreciation  for  the  opportunity  to  appear  before  this  Committee 
and  present  our  views  on  S.  236,  introduced  by  the  Honorable  Chairman  of  this 
Subcommittee,  Senator  Burdick. 

The  Department  enthusinstically  supports  S.  236  insofar  as  it  would  revise 
the  Bankruptcy  Act  so  as  to  provide  a  priority,  in  the  distribution  of  the  assets 
of  a  biinkiupt  estate,  to  claims  for  employer  contributions  to  employee  benefit 
plans.  This  is  of  practical  impoi-tance  in  the  building  and  construction  industry 
containing,  as  it  does,  thousands  of  small  shops.  Repoi-ts  in  the  Engineering 
News  Record  and  in  McGraw-Hill's  Construction  Methods  and  Equipment  for 
March  and  April,  197.")  stated  that  the  twin  problems  of  inflation  and  recession 
have  taken  a  heavy  toll  on  construction  contractors  across  the  country,  resulting 
in  1974  in  the  highest  level  of  bankruptcy  since  1967  and  in  an  increase  over  a 
1-year  period  of  71%  in  the  combined  liabilities  of  the  failing  firms.  As  we  all 
know,  unemployment  in  the  construction  industry  is  extremely  high  and  con- 
tinues to  climb.  An  Ajiril  9.  197."'>  report  in  the  Construction  Labor  Report  states 
that  in  the  one-month  period  between  February  and  March  of  this  year  the 
seasonally  adjusted  unemployment  rate  ro.se  from  l.".9%  to  18.1%,  with  a  falling 
off  of  construction  jobs  in  the  amount  of  110,000.  Clearly,  employees  in  this 
industry  need  as  much  protection  as  possib'e. 

The  need  for  this  revision  in  the  law  arises  from  the  confusion  and  inequities 
existing  under  the  law  in  its  present  posture.  Different  courts  have  taken  op- 
posing positions  on  the  question  of  whether  claims  against  bankrupt  employers 
for  payments  to  funds  for  the  benefit  of  employees  negotiated  in  collective  bar- 
gaining, are  entitled  to  priority  as  "wages"  within  the  meaning  of  the  pi-esent 
Section  64fa)  (2).  In  fact,  some  of  the  fairly  recent  cases,  including  one  by  the 
Supreme  Court,  have  involved  the  construction  indu.stry.  Thus,  for  examnle, 
in  the  case  of  Siilmri/er  v.  Southern.  California  Pipe  Trader  Trust  Fund,  301 
F.2d  76S.  ,50  LRR^il  2043  (1962),  the  United  fit;ites  Court  of  Appeals  for  the 
Ninth  Circuit  held  that  required  monthly  contributions  by  the  bankrupt  con- 
tractor to  the  A'acation  and  Holiday  Benefit  Fund  equal  to  7\^.%  of  the  gross 
pay  of  each  employee  constituted  "wages"  M'ithin  the  meaning  of  the  Act.  In 
196S.  however,  in  the  case  of  Joint  Tndufitri/  Board  of  the  Electrical  Industrii 
V.  rnited  States.  391  U.S.  224  (196R),  the  Supreme  Court  found  otherwise  with 
I'espect  to  contributions  to  the  similarly  negotiated  Annuity  Plan  of  the  Elec- 
trical Industry  in  New  York  City.  The  contributions  were  at  the  rate  of  $4.00 
per  day  per  employee  for  each  day  worked,  and  were  credited  to  the  account 
of  individual  employees.  They  were  payable  to  the  employee  upon  death,  retire- 
ment, permanent  disability,  entry  into  the  armed  forces,  or  the  employee's  cea.s- 
incr  to  be  a  participant  under  the  plan.  The  Court,  which  split  6-3,  concluded 
with  the  statement :  •  ■  ' 

"If  there  is  still  any  question  as  to  whether  claims  for  unpaid  contributions 
to  provide  deferred  benefits  to  employees  should  share  the  assets  of  bankrupts 
with  cenfirl  creditors  or  should  be  entitled  to  the  limited  priority  granted  waws 
due  to  workmen,  any  new  resolution  of  that  question  should  come  from  Congress." 
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Tho  disspiitinfr  opinion,  on  the  other  hand,  stated  that  the  decision  "deprives 
tlie  workers  liere  concerned  of  the  protection  wliir-li  Conjiress  accorded  ilieir 
chiims." 

Interestinjily.  following  this  decision  h.v  the  Snpreme  Court,  the  same  Xintli 
Circuit  which  decided  fiulmeyer  was  required  to  face  the  same  issue  in  con- 
nection with  a  holiday  and  vacation  fund  similar  to  that  in  Suhneyer.  but  this 
time  in  the  painting  trade.  The  Ninth  Circuit  reached  the  same  deci'^ion  as  it 
had  earlier,  distinguishing  the  Supreme  Court  decision  in  Joint  Industry  Board 
on  its  facts,  and  concluded  as  follows : 

"The  Supreme  Court  of  the  T'^nited  States  has  not  yet  given  the  authoriiative 
answer  to  our  instant  question,  the  question  whellier  iioliday  i)ay"  and  'vacation 
pay'  are  'wages'  within  the  meaning  of  the  word  'wages'  in  §  64(a)  (2)  of  the 
Banl^ruptcy  Act."  In  re  Moore  of  California,  Inc.;  Bowman,  etc.  v.  Bay  Area 
Painters  Trust  Fund.  79  LRRM  2029  (1971). 

S.  230  would  accept  the  Supreme  Court's  invitation  in  the  Joint  IntJiislry 
Board  case  to  resolve  the  (luestion  raised  in  that  and  the  other  cases.  Further, 
in  establishing  a  priority  for  employee  benefit  plans,  the  Bill  adopts  v.hat  we 
believe  is  the  proper  result  in  terms  of  logic,  fairness  and  the  practicalities  of 
the  construction  industry  today.  In  collective  liargaining  toda.v.  increased  em- 
phasis is  being  given  to  pension,  welfare,  vacation,  and  other  similar  plans,  and 
these  items  are  considered  b.v  employers  and  unions  alike  to  be  part  of  the 
wage  package  negotiated  at  the  bargaining  tal)le.  In  some  instances,  a  union 
may  agree  to  a  smaller  direct  wage  increase  in  exchange  for  greater  benefits 
under  such  plans.  It  is  grossly  unfair  to  deprive  employees  of  benefits  negotiated 
for  them,  and  which  were  due  them  as  a  result  of  tlieir  efl'orts.  in  those  cases 
where  an  employer  has  become  delinquent  in  his  contributions  and  then  goes 
into  bankruptcy.  And  it  is  in  the  area  of  these  benefit  contributions  in  partic- 
ular. Avhere  delinquencies  b.v  failing  contractors  are  most  likely  to  prevail. 

"We  would  suggest,  however,  in  view  of  the  increased  scope  of  employee  liene- 
fiit  plans  which  exist  today,  and  the  corresponding  amendments  in  Section  302(c) 
of  the  Labor-Management  Relations  Act  authorizing  contributions  to  such  plans, 
that  the  phrase  "pension,  in.surance  or  similar  employee  l»enefit  plans",  which 
appears  in  Section  4-405(a)  (4)  of  the  Bill  be  changed  so  as  not  inadvertently 
to  exclude  certain  other  types  of  plans.  Section  302(c)  of  the  LMRA  expressly 
recognizes  the  value  to  employees,  and  the  public  at  large,  of  certain  programs 
or  funds  prominent  in  the  construction  and  other  industries.  I  am  referring,  for 
example,  to  .if>int  apprenticeship  and  training  programs  or  other  training  iiro- 
grams  ;  trust  funds  established  for  the  purpose  of  scholarships  for  emriloyees 
and  their  families  to  stud.v  at  educational  institutions  :  child  care  centers  for 
dependents  of  employees  ;  and  legal  service  programs.  We  v.ould  therefore  urge 
tha<"  the  Bill  merely  refer  to  "employee  benefit  plans.'' 

We  would  also  suggest  that  sub-paragraph  (4)  lie  rephrased  insofar  as  the 
payment  basis  and  the  amount  of  the  priority  are  concerned,  so  as  more  rT,rrect]y 
to  reflect  the  practicalities  in  the  construction  and  other  industries.  Enqilo.ver 
contributions  to  funds  such  as  those  previously  mentioned,  frequently  are  nego- 
tiated in  terms  of  a  percentage  of  the  employer's  payroll  or  of  total  numbprs 
of  hours,  or  other  periods  of  time,  woi-ked.  Moreover,  payments  to  fund<  whifh 
administer  programs  such  as  apprenticeship  and  training  and  legal  services  are 
not  necessarily  distributable  to  particular  emnloyees  on  the  basis  of  hours 
worlced.  These  payments  benefit  all  of  the  employees  covered  liy  the  collective 
bargaining  agreement,  and  the  lack  of  such  payments  can  seriously  affect  the 
viabilit.v  of  such  programs  with  serious  consequences  to  the  emp'ioyabilit.v  and 
standard  of  living  of  apprentices  and  .iourneymen  in  the  trade.  We  would 
therefore  suggest  that  suli-para graph  (4)  be  phrased  simply  in  terms  of  all 
contributions  due  within  one  year  of  the  measuring  period,  rather  than  in  terms 
of  a  specific  maximum  dollar  amount  attributal)le  to  services  rendered  by  indi- 
vidual employees.  In  any  event,  the  $300  maxinnun  prioj-jty  slionld  be  revised, 
since  it  is  inadequate  and  furfhermo?-e  could  be  entirely  swallowed  up  by  the 
proposed  $1,200  maximum  applicable  to  all  kinds  of  compensation. 

In  connection  with  sul)-paragraph  (3>  of  the  same  section,  which  invoUos;  the 
already  existing  priority  afforded  claims  for  direct  compensation,  the  Building 
and  (Construction  Trades  Department  fully  supports  the  iwsition  expressed  in 
the  testimony  by  other  labor  organizations  eaj-lier  tliis  morning  with  respect 
to  increasing  the  length  of  the  priorit.v  period  by  a  revision  in  both  the  stated 
number  of  months  and  the  measuring  period  itself.  The  amount  of  the  priority 
similarly  should  be  increased  more  than  is  proposed  by  the  Bill  so  as  to  raake  it 
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more  realistic  in  today'si  times,  a  lialf-century  after  the  existing  $600  figure  was 
I'stablii^hed. 

In  conclusion,  the  Bnilrtinc;  and  Construction  Trades  Department  urges  the 
favorable  consideration  of  >>.  236  with  the  several  changes  wiiich  have  been 
discussed. 

Thank  you  very  much. 

jNIy  name  is  Robert  A.  Georgine.  I  am  president  of  the  Building  and 
r'onstrnction  Trades  Department,  AFL-CIO,  which  is  composed  of 
IT  aliiliated  international  unions  and  their  31^  million  building  and 
construction  tradesn.ien  throughout  the  country.  On  behalf  of  the 
department,  I  wish  to  express  our  appreciation  for  the  opportunity  to 
appear  before  this  conunittee  and  present  our  views  on  S.  236,  intro- 
duced by  the  honorable  chairman  of  this  subcommittee,  Senator 
Bui'dick. 

The  department  enthusiastically  supports  S.  236  insofar  as  it  would 
revise  the  Bankruptcy  Act  as  to  provide  a  priority,  in  the  distribution 
of  the  assets  of  a  bankrupt  estate,  to  claims  for  employer  contributions 
to  employee  benefit  plans.  This  is  of  practical  importance  in  the  build- 
ing and  construction  industry  containing,  as  it  does,  thousands  of 
small  shops.  Eeports  in  tlie  Engineering  News  Record  and  in  McGraw- 
Ilills'  Construction  JNlethods  and  Equipment  for  March  and  April 
1075  stated  that  the  twin  problems  of  inflation  and  recession  have  taken 
a  heavy  toll  on  construction  contractors  across  the  country,  resulting  in 
1974  in  the  highest  level  of  bankruptcy  since  1967  and  in  an  increase 
over  a  1-year  period  of  71  percent  in  the  combined  liabilities  of  the 
failing  firms.  As  we  all  know,  unemployment  in  the  construction 
industry  is  extremely  high  and  continues  to  climb.  An  April  9,  1975, 
report  in  the  Construction  Labor  Report  states  that  in  the  1-month 
period  between  February  and  March  of  this  year  the  seasonally  ad- 
justed unemployment  rate  rose  from  15.9  percent  to  18.1  percent,  with 
a  falling  off  of  construction  jobs  in  the  amount  of  110,000.  Clearly, 
employees  in  this  industry  need  as  much  protection  as  possible. 

The'  need  for  this  revision  in  the  bankruptcy  law  arises  from  the 
confusion  and  inequities  exivSting  under  the  law^  in  its  present  posture. 
Diftercnt  courts  have  taken  opposing  positions  on  the  question  of 
whether  claims  against  bankrupt  employers  for  payments  to  funds  for 
the  benefit  of  employees  negotiated  in  collective  bargaining,  are  en- 
titled to  priority  as  "wages"  within  the  meaning  of  the  present  section 
64:(a)  (2).  In  fact,  some  of  the  fairly  recent  cases,  including  one  by  the 
Su])reme  Court,  have  involved  the  construction  industry.  Thus,  for 
example,  in  the  case  of  Hidmeyer  v.  Southern  California  Pipe  Trades 
Tm,8t  Fund,  301  F.2d  768,  50'LRRM  2043  (1962),  the  U.S.  Court  of 
Appeals  for  the  Ninth  Circuit  held  that  required  monthly  contribu- 
tions  by  the  bankrupt  contractor  to  the  vacation  and  holiday  benefit 
fund  equal  to  7i'2  percent  of  the  gross  pay  of  each  employee  constituted 
"wacf^s"'  within  the  meaning  of  the  Act.  In  1968.  however,  in  the  case 
of  Joint  Indrntry  Board  of  the  Electrical  Industry  v.  United  States, 
391 1'.S.  224  (1968).  the  Supreme  Court  found  otherwise  with  respect 
to  contributions  to  the  similarly  negotiated  annuity  plan  of  the  elec- 
trical industry  in  New  York  City.  The  contributions  were  at  the  rate  of 
$4  per  day  per  employee  for  each  day  worked,  and  were  credited  to  the 
account  of  individual  employees.  They  were  payable  to  the  employee 
upon  death,  retirement,  permanent  disability,  entry  into  the  Armed 
Forces,  or  the  employee's  ceasing  to  be  a  participant  under  the  plan. 
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The  court,  tvhich  split  6-3,  concluded  with  the  statement : 

If  there  is  still  any  question  as  to  whether  claims  for  unpaid  contributions  to 
provide  deferred  benefits  to  employees  should  share  the  assets  of  bankrupts  with 
general  creditors  or  should  be  entitled  to  tlie  limited  priority  granted  wages  due 
to  workmen,  any  new  resolution  of  that  question  should  come  from  Congress. 
The  dissenting  opinion  on  the  other  hand,  stated  that  the  decision  "deprives  the 
workers  here  concerned  of  the  protection  which  Congress  accorded  their  claims." 

Interestingly,  following  this  decision  by  the  Supreme  Court,  the 
same  Ninth  Circuit  which  decided  Sulmeyer  was  required  to  face  the 
same  issue  in  connection  with  a  holiday  and  vaction  fund  similar  to 
that  in  Sulmeyer^  but  this  time  in  the  painting  trade.  The  Ninth  Cir- 
cuit reached  the  same  decision  as  it  had  earlier,  distinguishing  the 
Supreme  Court  decision  in  Joint  Industry  Board  on  its  facts,  and 
concluded  as  follows : 

The  Supreme  Court  of  the  United  States  has  not  yet  given  the  authoritative 
answer  to  our  instant  question,  the  question  whether  "holiday  pay"  and  "vacation 
pay"  are  "wages"  within  the  meaning  of  the  word  "wages"  in  §  64(a)  (2)  of  the 
Bankruptcy  Act.  In  Re  Moore  of  California,  Inc.;  Botcman,  etc.  v.  Bay  Area 
Painters  Trust  Fund,  79  LRRM  2029  (1971). 

S.  236  would  accept  the  Supreme  Court's  invitation  in  the  Joint 
Industry  Board  case  to  resolve  the  question  raised  in  that  and  the 
other  cases.  Further,  in  establishing  a  priority  for  employee  benefit 
plans,  the  bill  adopts  what  we  believe  is  the  proper  result  in  terms  of 
logic,  fairness  and  the  practicalities  of  the  construction  industry  to- 
day. In  collective  bargaining  today,  increased  emphasis  is  being  given 
to  pension,  welfare,  vacation,  and  other  similar  plans,  and  these  items 
are  considered  by  employers  and  unions  alike  to  be  part  of  the  wage 
package  negotiated  at  the  bargaining  table.  In  some  instances,  a  union 
may  agree  to  a  smaller  direct  wage  increase  in  exchange  for  greater 
benefits  under  such  plans.  It  is  grossly  unfair  to  deprive  employees  of 
benefits  negotiated  for  them,  and  which  were  due  them  as  a  result  of 
their  efforts,  in  those  cases  where  an  employer  has  become  delinquent 
in  his  contributions  and  goes  into  bankruptcy.  A]id  it  is  in  the  area  of 
these  benefit  contributions  in  particular,  where  delinquencies  by  fail- 
ing contractors  are  most  likely  to  prevail. 

We  would  suggest,  however,  in  view  of  the  increased  scope  of  em- 
ployee benefit  plans  which  exist  today,  and  the  corresponding  amend- 
ments in  section  302(c)  of  the  Labor-Management  Relations  Act 
authorizing  contributions  to  plans,  that  the  phrase  "pension,  insurance 
or  employee  benefit  plans",  which  appears  in  section  4-405 (a)  (4)  of 
the  bill  be  changed  so  as  not  inadvertently  to  exclude  certain  other 
types  of  plans.  Section  302(c)  of  the  LMRA  expressly  recognizes  the 
value  to  employees,  and  the  public  at  large,  of  certain  programs  or 
funds  prominent  in  the  construction  and  other  industries.  I  am  refer- 
ring, for  example,  to  joint  apprenticeship  and  training  programs  or 
other  training  programs;  trust  funds  established  for  the  purpose  of 
scholarships  for  emploj^ees  and  their  families  to  study  at  educational 
institutions ;  child  care  centers  for  dependents  of  employees ;  and  legal 
service  programs.  We  would  therefore  urge  tliat  the  bill  merely  refer 
to  "employee  benefit  plans." 

W^e  would  also  suggest  that  subparagraph  (4)  be  rephrased  insofar 
as  the  payment  basis  and  the  amount  of  the  priority  are  concerned,  so 
as  more  correctly  to  reflect  the  practicalities  in  the  construction  and 
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other  industries.  Employer  contributions  to  funds  such  as  those  previ- 
ously mentioned  frequently  are  negotiated  in  terms  of  a  percentage  of 
the  employer's  payroll  or  of  total  numbers  of  hours,  or  other  periods 
of  time,  worked.  Moreover,  payments  to  funds  which  administer  pro- 
grams such  as  apprenticeship  and  training  and  legal  services  are  not 
necessarily  distributable  to  particular  employees  on  the  basis  of  hours 
worked.  These  payments  benefit  all  of  the  employees  covered  by  the 
collective  bargaining  agreement,  and  the  lack  of  such  payments  can 
seriously  affect  the  viability  of  such  programs  with  serious  conse- 
quences to  the  employability  and  standard  of  living  of  both  ap- 
prentices and  journeymen  in  tlie  trade.  We  would  therefore  suggest 
that  subparagraph  (4)  be  phrased  simply  in  terms  of  all  contributions 
due  within  1  year  of  the  measuring  period,  rather  than  in  terms  of  a 
specific  maximum  dollar  amount  attributable  to  services  rendered  by 
individual  employees.  In  any  event,  the  $300  maximum  priority  slioukl 
be  revised,  since  it  is  inadequate  and  furthermore  could  be  entirely 
swallowed  up  by  the  proposed  $1,200  maximum  applicable  to  all  kinds 
of  compensation. 

In  connection  with  subparagrap>h  (3)  of  the  same  section,  which  in- 
volves the  already  existing  priority  afforded  claims  for  direct  com- 
pensation, the  building  and  construction  trades  department  fully 
supports  the  position  expressed  in  the  testimony  by  other  labor 
organizations  today  with  respect  to  increasing  the  length  of  the 
priority  period  by  a  revision  in  both  the  stated  number  of  months  and 
the  measuring  period  itself.  The  amount  of  tlie  priority  similarly 
should  be  increased  more  than  is  proposed  by  tlie  bill  so  as  to  make  it 
more  realistic  in  terms  of  today's  wages,  a  half-century  after  the 
existing  $600  figure  was  established. 

In  conclusion,  the  building  and  construction  trades  department 
urges  the  favorable  consideration  of  S.  236  with  the  several  changes 
which  have  been  discussed. 

Thank  you  very  much. 

Senator  Btjedick.  Thank  you  for  your  testimony.  Our  next  witness 
is  Eudolph  Oswald.  Your  prepared  statement  will  be  made  a  part  of  the 
record  at  this  time. 

[Prepared  statement  of  Eudolph  Oswald  follows :] 

Statement  of  Rudolph  Oswaxd,  Research   Director  of  Se2ivice  Employees 

International  Union,  AFL-CIO 

My  name  is  Rudolph  Oswald,  and  I  am  Research  Director  for  the  Service 
Employees  International  Union — a  union  of  500,000  members  primarily  in  the 
service  industries.  While  we  are  concerned  with  many  aspects  of  the  Bankruptcy 
Act :  because  of  the  time  limits,  we  will  concentrate  on  those  aspects  of  S-235  and 
S-236  that  concern  workers.  In  this  regard,  we  will  discuss  primarily  Section 
4-405  of  the  proposed  bills. 

Certainly,  the  current  law  needs  to  be  updated.  The  current  $600  maximum 
on  wages  is  outdated  and  too  low.  the  exclusion  of  certain  fringe  benefits  as  wages 
is  unwarranted,  and  collective  bargaining  agreements  must  be  granted  special 
consideration. 

Under  S-235  and  236,  the  level  of  wages  that  would  receive  priority  is  raised 
from  the  current  maximum  of  $600  to  .$1,200.  Rotli  hills  would  retain  the  current 
three  month  limitation  of  an  employer's  liability  for  wages.  The  $1,200  figure 
is  much  too  low  and  the  three  month  time  limit  too  short  for  certain  specific 
situations.  We  propose  that  the  maximum  subject  to  priority  be  increased  to 
$3,600  and  the  time  limits  for  certain  fringes  be  extended. 
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Onr  proposal  of  n  S3.600  maxinuim  would  be  in  line  with  family  budget  costs 
find  average  hourly  earnings  for  production  workers.  In  autumn  1074,  it  cost 
S14.:|.33  for  an  intermediate  level  family  budget,  according  to  the  Bureau  of 
Labor  Statistics.  This  translates  to  $3,583  on  a  quarterly  basis.  This  budget 
describes  the  cost  it  takes  to  maintain  a  family  of  four  at  a  "modest  but  ade- 
quate" standard  of  living.  Data  on  average  hourly  earnings  of  production 
workers  also  supports  our  proposed  maximum  of  $3,600.  In  February  lOT-'.. 
])roi,'osed  earnings  for  construction  workers  averaged  $7.06  an  hour,  or  .^3,240 
over  a  three  month  period.  In  manufacturing,  earnings  averaged  $4.07  an 
lioui'.  or  $2,337  during  a  three  month  period.  The  $1,200  maximum  proposed  in 
tlie  two  bills  would  equal  only  $2.30  an  hour  for  the  three  month  period.  This 
is  little  more  than  the  minimum  wage,  and  substantially  below  the  average 
wage  for  many  nonsupervisory  workers. 

Earnings  of  full-time  full-year  male  workers  averaged  $12,104  in  1973.  ac- 
cording to  the  U.S.  Census  Bureau.  For  a  three  month  period,  this  would  amount 
to  over  $3,000.  and  projected  to  1976  this  figure  will  be  close  to  the  $3,600  th;>t 
we  pvoiir.se.  Even  at  this  rate,  it  would  only  protect  the  basic  earnings  of  the 
average  or  below  average  earner  for  a  full  three  month  period. 

Salaries  'Of  professional  employees  are  generally  substantially  higher  than 
these  averages  for  production  or  nonsupervisory  workers.  Salaries  for  various 
levels  of  chemists  averaged  from  $10,660  to  $34,475  a  year,  and  for  engineers 
from  $11,901  to  $31,469  a  year,  according  to  a  March  1974  survey  by  the  Bureau' 
of  Labor  Statistics.  Even  a  $3,600  maximum  would  not  enable  most  of  these 
types  of  professional  employees  from  receiving  more  than  a  one  or  two  month 
.salary  guarantee,  rather  than  a  full  three  month  guarantee. 

The  three  month  period  needs  to  be  extended  to  take  care  of  two  specific 
fringe  benefits:  vacations  and  severance  pay.  Vacations  are  often  earned  dui*- 
ing  a  previous  year,  and  paid  during  the  current  year.  Thus  a  worker's  entitle- 
ment to  vacation  pay  may  stretch  back  over  nearly  24  months.  If  this  ex'.eption 
is  not  made  for  vacations,  the  worker's  entitlement  to  earned  vacation  money 
may  be  abridged  to  only  i/4  of  his  entitlement,  as  it  is  viuder  the  current  law. 
Similarly,  severance  pay  provisions  frequently  relate  to  work  performed  in  prior 
years,  with  many  plans  providing  one  or  two  weeks  pay  per  year  of  service, 
rv-rtainly  it  is  clear  that  the  worker's  rights  have  built  up  through  the  years 
and  sliould  be  protected  in  the  bankruptc.y  proceedings,  not  only  as  it  relates 
to  work  during  the  last  three  months,  but  credit  for  all  time  periods  relevant 
for  severance  pay  purposes. 

The  addition  of  pension,  insurance,  or  similar  benefit  plans  to  Section  4-40" 
of  both  bills  takes  cognizance  of  the  importance  of  fringe  benefits  in  today's 
compensation  package.  In  1972,  fringe  benefits  in  the  private  non-farm  economy 
averagf-d  19.5  percent  of  compensation,  with  supplements  to  wages  and  salaries 
amoiuiting  to  12.2  percent.  "These  supplements  are  the  employer  expenditures 
for  retirement  programs,  health  benefit  programs,  unemployment  benefit  pro- 
grams, vacation  and  holiday  benefit  funds  and  savings  and  thrift  plans.  These 
figures  of  the  Bureaii  of  Labor  Statistics  are  for  the  total  private  econ.omy, 
but  statistics  for  individual  industries  and  companies  indicate  that  fringe  bene- 
fit expenditures  frequently  total  30  to  35  percent  of  total  compensation.  Clearly, 
tbe  historical  pattern  has  been  for  fringe  benefits  to  grow  rapidly  in  the  post- 
war period.  Following  the  1949  Supreme  Court  decision  in  the  Inland  Steel  case 
ruling  that  pensions  were  a  bargainable  issue,  the  negotiation  of  i>ension  and 
health  and  welfare  plans  burgeoned  throughput  the  economy.  This  trend  con- 
tinues into  the  current  time,  as  statistics  of  the  Labor  Department  indicate  that 
employer  expenditures  for  retirement  programs  rose  from  4.2  percent  of  a 
factory  worker's  compensation  in  1959  to  7.2  percent  in  1972.  Similarly,  em- 
ployer expenditures  for  life  insurance  and  health  benefit  programs  of  factory 
workers  rose  from  3.0  percent  of  compensation  in  1959  to  5.8  percent  in  1972. 

Another  problem  of  workers  involved  in  a  Chapter  10  or  11  bankruptcy  is 
the  rpiestion  of  the  continuance  of  the  collective  bargaining  agreement.  Some 
recent  court  decisions  seem  to  question  the  basic  right  of  the  collective  bargain- 
ing contract  to  survive.  Certainly  there  is  something  unique  about  a  collective 
bargaining  agreement.  It  represents  a  special  type  of  contract,  the  contract 
lietween  an  employer  and  employees  regarding  the  terms  and  conditions  of  a 
worker's  toil  and  the  recompense  for  that  work.  Certainly  such  labor  agree- 
ments should  be  allowed  to  stand,  and  not  be  abrogated  by  bankruptcy 
proceedings. 
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Wnj?e  claims  should  certainly  be  accorded  a  special  high  priority  under 
bankruptcies.  Currently,  Section  M(a)  of  the  Bankruptcy  Act  accords  wages 
secoud  priority  in  the  general  order  of  distribution,  just  behind  the  basic  ad- 
ministrative claims  involved  in  the  bankruptcy  proceedings.  Certainly,  people 
who  have  given  their  labor  for  producing  the  goods  and  services  that  the  firm 
produces  should  have  the  basic  claim  to  funds  that  the  firm  may  possess.  Denying 
workmen  their  just  wages  would  place  the  most  liorrendous  l)urden  of  bank- 
luptcy  on  those  who  can  least  afford  them — those  who  are  dependent  on  wages 
for  their  income. 

STATEMENT  OF  EUDOLPH  OSWALD,  SERVICE  EMPLOYEES 
INTEHNATIONAL  UNION 

Mr.  Oswald.  Senator,  my  name  is  Eudolph  Oswald.  I  am  research 
director  for  the  Service  Employees  International  Union  representing 
abont  half  a  million  members,  primarily  in  the  service  indnstry, 

AViiile  we  are  concerned  with  many  aspects  of  the  Bankruptcy  Act, 
because  of  time  limits  we  will  concentrate  on  those  aspects  of  S.  235 
and  S.  236  that  concern  workers,  and  basically  section  405  of  the  pro- 
posed bills. 

The  current  law  certainly  needs  to  be  updated.  The  exclusion  of 
certain  fringe  benefits  as  wages  is  unwarranted,  and  collective  bargain- 
ing agreements  must  be  granted  special  consideration. 

Under  both  of  these  bills  the  level  of  wae'es  that  would  receive  pri- 
ority is  raised  from  $600  to  $1,200.  Both  bills  would  retain  the  cur- 
rent 3-month  limitation  on  employer's  liability  for  wages. 

We  think  that  both  the  $1,200  limit  is  too  low  and  the  3-month  time 
limit  too  short  for  certain  specific  situations. 

yre  propose  that  the  maximum  subject  to  priority  be  increased  to 
$3,600  and  the  time  limits  for  certain  fringes  be  extended. 

The  current  $600  maximum  was  established  in  1926  wdien  the  earn- 
ings of  factory  workers  averaged  $24.38  a  week.  In  February  of  this 
year  these  earnings  averaged  $179.80  a  week,  an  increase  of  more  than 
sevenfold,  actually  737  percent. 

If  one  adjusts  that  $600  level  to  reflect  current  earnings  of  factory 
workei's  that  would  require  a  maximum  of  $4,400,  exactly  $4,425,  to 
have  the  same  status  relative  to  the  average  factory  workers  earnings 
today  as  existed  back  in  1926  when  the  $600  level  was  first  established. 

Also,  other  data  collaborates  our  proposed  level  of  $3,600.  If  one 
looks  at  the  family  budget  costs  that  are  reported  by  the  Department 
of  Labor,  at  the  intermediate  family  level  it  is  $14,333  a  year,  which 
would  translate  to  $3,583  on  a  quarterly  basis. 

This  family  budget  that  I  am  talking  about  describes  the  cost  it 
takes  to  maintain  a  family  of  four  at  a  "modest  but  adequate"  stand- 
ard of  living.  Data  on  average  hourly  earnings  of  production  workers 
also  supports  our  proposed  maximum  of  $3,600.  In  February  1975, 
earnings  for  construction  workers  averaged  $7.06  and  hour,  or  $3,671 
over  a  3-month  period.  My  prepared  statement  has  the  wrong  figure,  in- 
stead of  $3,240,  $3,671  over  a  3-month  period.  In  manufacturing,  earn- 
ings averaged  $4.67  an  hour,  or  $2,428  during  a  3-month  period.  Again, 
substantially  higher  than  proposed  in  the  bills.  The  $1,200  maximum 
proposed  in  the  two  bills  would  equal  oidy  $2.30  an  hour  for  the  3- 
month  period.  This  is  the  same  as  our  current  minimum  wage  and  sub- 
stantially below  the  average  wage  for  many  nonsupervisory  workers. 
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Eaniinofs  of  full-time  full-year  male  workers  a,veraged  $12,104  in 
1978,  according  to  the  U.S.  Census  Bureau.  For  a  3-month  period,  this 
would  amount  to  over  $3,000,  and  projected  to  1976  this  figure  will  be 
close  to  the  $3,600  that  we  propose.  We  have  been  talking  about  aver- 
ages and  the  proposals  made  are  maximums. 

Senator  Burdick.  That  sound  you  heard  is  the  notice  of  a  vote. 

Mr.  Oswald.  Basically  the  figures  I  have  talked  about  are  axerages 
so  that  we  are  only  talking  about  protecting  Avorkers  at  the  average 
cr  below  average  for  a  full  3-month  period. 

If  one  looks  at  salaries  of  professional  employees  they  are  substan- 
tially higher  than  these  averages  for  production  or  nonsupervisory 
workers.  Salaries  for  various  levels  of  chemists  averaged  from  $10,660 
to  $34,475  a  year,  and  for  engineers  from  $11,901  to  $31,469  a.  year, 
according  to  a  March  1974  survey  by  the  Bureau  of  Labor  Statistics. 
Ex^en  a  $3,600  maximum  w^ould  not  enable  most  of  these  types  of  pro- 
fessional employees  to  receive  more  than  a  1-  or  2-month  salary  guar- 
antee. The  3-month  period  needs  to  be  extended  to  take  care  of  two 
specific  fringe  benefits :  vacations  and  severance  pay. 

Senator  Burdick.  One  thought  just  occurred  to  me.  Would  you 
apply  this  rule  to  the  management  salaries,  too? 

Mr.  Oswald.  Well,  at  our  proposed  level  of  $3,600  a  quarter,  I  see  no 
problem  of  applying  it  to  all  salaries  up  to  that  level,  excey^t  for 
maybe  the  president  of  the  corporation  who  somehow  it  is  felt  is  par- 
ticularly liable  or  the  officers  of  the  corporation  in  distinction  to  other 
juaiiagement  personnel  or  professional  personnel.  One  might  feel  that 
the  president  and  top  officers  of  the  board  are  more  liable  for  the 
corporation  in  distinction  to  the  traditional  workingmen  that  have 
been  protected  in  the  act  as  it  is  now. 

But  certainly  many  professionals  now  ]-)erform  tasks  for  salaries 
that  are  not  unsimilar  to  workingmen's  traditional  tasks. 

Senator  Burdick.  Well,  I  do  not  know  if  there  is  any  distinction  in 
the  bill  we  have  before  us  between  the  fellow  that  works  out  in  the 
vrarehouse  and  the  president  of  the  company,  if  it  is  a  salary. 

]Mr.  Oswald.  No,  it  covers  them  both.  I  have  no  problem. 

Senator  Burdick.  So  you  w^ant  to  have  some  limit? 

^fr.  Osvv^\LD.  Currently  the  maximum  is  raised  from  $600  to  $1,200. 
We  l)elieve  the  $1,200  maximum  is  too  low  and  should  be  increased 
to  $3,6000  and  we  are  not  asking  that  it  not  be  applied  to  everybody. 
What  I  am  trying  to  indicate  is  that  even  if  these  men  were  not  com- 
pany presidents,  they  were  higher  level  engineers  and  chemists,  not  in 
supervisory  positions,  but  not  as  officers  of  firms  that  were  surveyed  by 
the  Labor  Department.  These  were  not  maximums  but  averages  for  the 
t^'pcs  of  groups  surveyed. 

Just  to  give  you  some  indication  of  the  problem  with  the  proposed 
maximum,  there  are  people  in  salary  y)ositions  that  average  these  types 
of  salaries.  That  was  the  purpose  of  the  information. 

Senator  Burdick.  I  think  I  understand. 

Proceed. 

Mr.  OsAVALD.  In  vacations  and  severance  pay,  vacations  are  often 
earned  during  a  previous  year,  and  paid  during  the  current  year.  Thus 
a  worker's  entitlement  to  vacation  pay  may  stretch  back  over  nearly 
24  months.  We  feel  a  special  exemption  should  be  made  for  vacations, 
otherAvise  the  Avorkers'  entitlement  to  earned  vacation  maA'  be  abi-ido^ed 
to  only  one-fourth  of  his  entitlement,  as  it  is  under  the  current  JaAv. 
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Siniilarlj,  severance  pay  proAdsions  frequentl}'  relate  to  work  per- 
formed in  prior  3'ears,  witli  many  plans  providing  1  or  2  weeks  pay 
per  3^ear  of  service.  Certainly  it  is  clear  that  the  worker's  rights  have 
built  up  through  the  years  and  should  be  protected  in  the  bankruptcy 
proceedings,  not  only  as  it  relates  to  Avork  during  the  last  3  months,, 
but  credit  for  all  time  periods  relevant  for  severance  pay  purposes. 
In  tei'ms  of  fringe  benefits,  I  have  introduced  some  figures  here.  Iil 
some  firms  fringes  total  30  to  35  percent  of  the  compensation  with  a. 
big  spurt  growing  from  the  Inland  Steel  case  in  1949  when  the  Su- 
preme Court  held  that  pensions  were  bargainable  issues  and  includedin 
wages.  In  terms  of  some  other  Labor  Department  statistics,  contribu- 
tions for  retirement  programs  rose  for  example,  from  4.2  percent  of 
factory  workers  compensation  in  1959  to  7.2  percent  in  1972,  and  life 
insurance  and  health  benefit  programs  over  a  similar  period  increased 
from  3  percent  to  5.8  percent ;  in  both  cases  practically  doubling. 

We  would  like  to  associate  ourselves  witii  the  comments  mad&  by- 
the  other  panelists.  In  general,  Ave  feel  that  Avage  claims  should  be- 
accorded  a  special  high  priority  under  bankruptcy. 

Tlie  people  aa-Iio  labor  producing  the  goods  and  serAdces  that  the  firm 
produces  should  have  the  basic  claim  to  funds  that  the  firm  may 
possess. 

Denying  workmen  their  just  wages  would  place  the  most  horrendous 
burden  of  bankruptcy  on  those  who  can  least  afford  them — those  A>ho 
are  dependent  on  Avages  for  their  income. 

This  is  basically  the  sort  of  information  AA'e  Avanted  to  bring  to  your 
attention.  Senator. 

Senator  Burdick.  Thank  you  for  your  contribution. 

Do  you  wish  to  start. 

Mr.  Laavson.  Yes. 

Thank  you  A'ery  much,  Senator.  May  I  have  my  prepared  remarks 
nuide  a  part  of  the  record? 

Senator  Btjrdick.  Without  objection,  so  ordered. 

[The  prepared  statement  of  A.  E.  Lawson  follows :] 

[A  short  recess  was  taken,] 

Statement  of  A.   E.   Laavsox,   Assistant   General   Counsel,   on   Behalf   of 
THE  Unite^d  Steielworkers  of  America,  AFI^CIO 

Mr.  Chairman,  Members  of  the  Committee:  My  name  is  A.  E.  Lawson.  I  am 
Assistant  General  Covuisel  of  tlie  United  Steelworkers  of  America. 

I  appreciate  tlie  opportunity  to  testify  ijefore  your  committee  on  behalf  of 
the  United  Steelworkers  of  America  and  its  1.4  million  members.  It  is  the  firm 
conviction  of  the  Steelworkers  that  the  bankruptcy  laAA's  of  the  United  States 
must  be  revised  to  provide  better  protection  for  American  workers. 

I  have  previously  set  foi-th  before  the  Commission  on  the  Bankruptcy  Laws 
of  the  United  States  the  reasons  we  believe  this  to  be  necessary,  and  have 
outlined  the  amendments  to  the  law  which  are  required.  Those  amendments 
a  re  set  forth  in  attachments  to  my  testimony  today. 

My  understanding  is  that  S.  235  is  the  bill  proposed  by  the  Commission  on 
the  Bankruptcy  Laws.  To  a  limited  degree  it  deals  with  the  concerns  expressed 
by  the  Steelworkers  before  that  Commission.  It,  nevertheless,  falls  far  short 
of  the  needs  of  those  most  drastically  affected  by,  and  least  able  to  withstand 
the  effects  of  the  bankruptcy  of  an  employer,  its  employees. 

In  historical  perspective,  the  first  act  of  Congress  looking  toward  the  estab- 
lishment of  "uniform  laws  on  the  subject  of  bankrutpcy".  as  authorized  by 
Article  L  Section  8  of  the  Constitution,  became  law  in  1800.  The  most  recent 
comprehensive  revision  of  the  Bankruptcy  Act  is  now  37  years  old,  having  been 
enacted  in  1938. 
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But,  as  I  hope  you  too  will  be  disturbed  to  discover,  in  significant  respects 
federal  bankruptcy  law  lias  not  only  failed  to  keep  pace  with  the  growth  and 
structural  changes  wliich  have  taken  place  in  our  nation's  economy,  but  has 
actually  regressed.  The  law  today  prtjvides  substantially  less  protection  for 
worker/creditors  of  bankrupt  employers  than  once  was  true.  The  bankruptcy 
of  an  employer,  while  obviously  undesirable  for  all  concerned,  is  far  too  often 
the  ultimate  disaster  for  the  employees.  The  reasons  for  this  are  both  statutory, 
and  as  a  result  of  judicial  decision. 

As  originally  conceived,  bankruptcy  laws  were  based  upon  the  principle  that 
the  assets  of  the  debtor  were  to  be  preserved  for  "eciuitable  distribution"  to 

creditors.  Ecpiitable  distribution  historically  provided  for  the  payment  of  debts 

wliich  by  definition  in  bankruptcy  cannot  all  be  paid  in  full — in  a  certain  oi-der. 
T'nder  present  law  the  payment  of  wages  is  of  second  priority,  coming  only  after 
the  payment  of  necessary  administrative  expenses  of  the  bankruptcy.  ' 

Despite  that  seemingly  equitable  statutory  scheme,  most  of  the  debts  legally 
owed  the  American  worker  are  never  paid.  In  bankruptcy  court  the  worker 
is  in  reality  only  an  unsecured,  general  creditor,  subject  to  all  the  deficiencies 
which  accomi)any  that  status  under  present  law. 

The  most  recent  g(n'ernment  statistics  wliich  I  have  available — from  the 
Administrative  Office  of  the  United  States  Supreme  Court — reveal  that  gen- 
eral, unsecured  creditors  receive  an  average  of  7.8%  of  the  debts  owed  to  them, 
and  even  priority  creditors  average  only  84.1%  recovery.  Secured  creditors, 
however,  receive  7(5.4%  of  the  obligations  due  them. 

In  passing  it  should  be  noted,  sadly,  that  in  federal  liankruptcy  a  worker 
is  many  times  worse  off  than  in  state  insolvency  proceedings.  Specifically,  several 
states  provide  in  insolvency  proceedings  for  a  longer  period  of  time  to  which 
wage  priorities  apply,  for  a  greater  amount  of  wages  entitled  to  priority,  and 
define  wages  more  broadly  than  does  federal  bankruptcy  law,  to  include  so-called 
fringe  benefit  payments. 

In  short,  if  a  worker's  employer  becomes  a  federal  bankrupt,  the  worker  is 
in  deep  trouble,  although  for  the  stated — and  other — reasons  creditors  of  an 
employer,  or  the  employer  itself,  are  frequently  motivated  to  pursue  the  federal 
bankruptcy  route. 

Present  federal  bankruptcy  law  is  miserly  in  the  amount  of  wages  granted 
priority  treatment  in  bankrupty.  Limiting  the  period  of  priority  to  the  three 
months  prior  to  bankruptcy  is  also  unfair,  and  as  I  hope  to  demonstrate,  un- 
realistic today.  Finally,  the  Bankruptcy  Act's  definition  of  wages  is  seriously 
deficient,  and  contrary  not  only  to  the  spirit  of  the  National  Labor  Relations 
Act,  which  was  specifically  enacted  to  encourage  and  enforce  collective  bar- 
gaining agreements,  liut  to  the  economic  and  employment  conditions  which  exist 
inir>75. 

The  Commission  on  the  Bankruptcy  Laws  was  charged  with  studying,  analyz- 
ing, evaluating  and  recommending  changes  to  the  Act  in  order  that  tlie  Act 
"meet  the  demands  of  present  technical,  financial  and  commercial  activities." 
For  good  or  ill,  the  Steelworkers.  the  Auto  Workers,  and  indeed  every  Ameri- 
can worker,  whether  or  not  a  part  of  organized  labor,  is  inevitably  affected  by 
and  bound  up  in  those  "activities." 

We  believe  several  s])ecific  changes  are  needed  in  current  law  and  in  S.  23:" 
as  proposed  by  the  Commission  on  Bankruptcy  Laws,  and  would  appreciate 
your  favorable  consideration  of  our  suggestions. 

Limttotion  of  Aiiinunt.  Since  ]02(i.  the  Bankruptcy  Act  has  limited  the  amount 
of  wages  entitled  to  priority  to  $G00.  Simple  arithmetic  will  demonstrate  that 
this  will  amount  to  a  handsome  .$."')0  per  week  if  spread  over  a  three  month 
period.  T'nited  States  Bureau  of  Labor  Statistics  figures  reveal  that  in  Febi'uary 
107.-  it  would  require  .$l,779.fiO  to  purchase  what  $600  could  by  in  1926. 

The  Commission  has  noted  that  "the  impact  of  intervening  inflation  warrants 
some  increase."  TTnfortnnntely,  S.  235  would  only  increase  the  amount  of  wages 
entitled  to  priority  to  ."SI 200.00.  As  the  figures  T  have  just  presented  make  clear, 
this  not  onlv  fails  to  meet  the  ravages  nf  inflation,  but  does  not  even  return  the 
worker  to  the  same — inadenuate  in  our  view — position  in  which  he  would  have 
been  nearly  fifty  years  ago  with  a  $600  wage  priority.  There  is  no  justification  for 
such  a  reduction. 

By  contrast,  in  several  states,  for  examnle  ^lichigan.  Maryland.  Minnesota,  and 
Washincton,  there  is  no  limit  placed  on  the  amount  of  wages  entitled  to  priority 
in  state  insolvency  proceedings. 

While  I  am  bv  no  means  convinced  that  limiting  the  amount  of  the  wages  en- 
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titled  to  priority  has  any  equitable  basis,  workers  should  at  a  minimum  be  no 
worse  off  in  lOTf)  than  they  would  have  been  in  ]!)26. 

Lhwitntion  a.s  to  Time.  As  noted,  under  present  law  only  those  wages  earned 
within  three  months  prior  to  the  date  a  petition  in  bankruptcy  is  tiled  are  entitled 
to  priority.  When  I  spoke  of  the  regression  of  bankruptcy  law,  this  was  one 
feature  which  stood  out. 

In  the  Bankruptcy  Act  of  1841.  enacted  130  years  ago.  wages  earned  within  Hx 
months  prior  to  bankruptcy  were  entitled  to  priority.  Why  that  time  was  subse- 
(luently  halved  may  be  lost  in  history,  but  in  1975  that  judgment  appears  even 
more  arbitrary  than  when  it  first  became  law,  in  1898. 

In  these  times  of  annual  payments  to  workers,  or  for  their  benefit,  a  three 
months  period  for  priority  bears  no  relationship  to  business  reality.  Vacation 
pay,  for  example,  although  in  over  six  thousand  Steelworker  contracts  it  is  virtu- 
ally without  exception  earned  and  calculated  on  an  annual  basis,  under  present 
law  is  not  considered  a  wage  claim  entitled  to  priority,  except  for  the  portion 
thereof  attributable  to  the  three  months  immediately  prior  to  bankruptcy. 

Here  too  the  federal  government  lags.  In  ^Michigan,  for  example,  there  is  no 
priority  time  limit  imposed  on  wages  earned  prior  to  insolvency.  Massachusetts 
has  a  one  year  wage  priority  limitation. 

We  suggest  that  the  Bankruptcy  Act's  time  limitation  is  arbitrar.v,  artificial, 
and  that  it  be  removed  from  the  law.  While  the  Commission  has  recommended  a 
revision  of  the  time  limitation  so  as  to  measure  the  three  months  from  the  ear- 
lier of  the  dates  of  the  cessation  of  business  or  the  filing  of  the  petition,  our  expe- 
rience would  not  indicate  that  this  would  be  of  significant  benefit  to  workers. 

ContrihutionK  to  Pension  and  Welfare  Plans.  The  status  of  employees'  pensions 
in  bankruptcy  is  another  area  in  which  present  law  is  deficient.  As  a  result  of 
decisions  by  the  United  States  Supreme  Court  in  1962  and  in  1968,  it  is  clear  that 
amounts  owed  but  unpaid  by  employers  to  pension  funds,  or  other  insurance,  wel- 
fare or  benefit  plans,  are  not  wages  entitled  to  priority  in  bankruptcy.  A  distinc- 
tion was  created,  contrary  to  prior  decisions,  between  those  monies  to  be  paid  to 
workers  now  as  wages  and  those  to  be  paid  at  a  later  time  as  pensions,  or  other 
benefits. 

To  the  Steelworkers.  as  well  as  to  the  three  dissentei's  to  those  decisions,  this 
ignores  obvious  truth.  These  payments  are  certainly  not  gifts  but  merely  another 
means  of  compensation.  Indeed,  it  is  clear  that  the  courts  have  long  interpreted 
payments  of  this  sort,  in  the  context  of  the  National  Labor  Relations  Act  and 
other  statutes,  to  be  wages. 

In  collective  bargaining,  both  the  employer  and  the  union  negotiate  agreements 
whose  cost,  for  example,  is  50  cents  per  hour.  Merely  because  a  jtortion  of  that 
package  is  to  be  paid  in  the  deferred  form  of  pensions  rather  than  as  present 
wages  does  not  justify  disparate  treatment  in  l)ankruptcy. 

A  larger  wage  increase,  or  lengthier  vacations,  are  foi-egone  in  order  to  achieve 
lietter  pensions,  or  supplemental  unemployment  benefits  for  protection  in  the 
event  of  layoffs. 

We  submit  that  if  the  pension  protection  believed  to  have  been  secured  turns 
out  to  be  illusory,  it  is  the  older  worker  who  will  suffer  most.  And  who  will  speak 
for  him  to  urge  better  pensions,  when  those  benefits  vanish  in  his  employer's 
bankruptcy?  He  believes  these  were  wages  deferred.  So  do  we. 

It  would  seem  today  that  it  is  undenial)ly  socially  beneficial  to  give  special  pro- 
tection to  the  wage  earners,  who  ordinarily  have  no  substantial  savings  or  re- 
serves to  fall  back  on  in  case  of  adversity.  The  alternatives  of  welfare  or  old 
age  relief  have  little  to  commend  them. 

This  reform  is  also  necessarily  tied  to  an  extension  of  the  time  within  wJiich 
priority  is  granted  to  wages.  Contributions  to  pension  plans  are  almost  invariably 
made  annually.  It  is  therefore  necessary  that  treatment  of  these  contributions  as 
wages  requires  at  least  a  corresponding  period  of  priority. 

The  Commissi<m  in  its  recommendation  has  recognized  the  need  for  granting 
priority  status  for  claims  for  "fringe  benefits"  for  one  year,  in  an  interesting 
contrast  to  its  suggested  limitation  of  other  wage  claims  to  a  three  month  period 
of  priority. 

In  recognition  of  the  dissenters  to  the  Supreme  Court  decisions  I  have  men- 
tioned, the  Commission  on  Bankruptcy  Laws  has  noted  the  power  of  Congress  to 
amend  the  Bankruptcy  Act  and  S.  23.')  does  provide  for  treatment  of  fringe  bene- 
fits as  wage  prirtrity  claims.  We  agree  with  that  recommendation,  but  disagree 
with  the  limitations  as  to  amount  placed  thereon.  In  lOTo,  limiting  priority  to 
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$300  or  the  difference  between  the  amount  for  which  the  claimant  for  whos^e 
benefit  the  fringes  are  paid  and  $1200.00,  is  to  fail  to  recognize  economic  i-eality. 
Again,  under  tliis  formula,  the  worker  would  once  more  fall  back  to  a  position 
'even  worse  tlian  that  with  which  he  was  faced  in  1926. 

Finally,  the  passage  of  the  Employee  Ketirement  Income  Security  Act  of  1974 
will  undoubtedly  ameliorate  many  of  the  pension  fund  bankruptcy  problems  which 
have  confronted  workers.  There  are  nevertheless  gaps  in  that  legislation  which 
will  require  priority  for  pension  fund  contributions  in  bankruptcy,  and  legislative 
protection  for  those  who  must  rely  thereon. 

In  summary,  the  supplier  of  goods  and  products  to  the  employer  may  protect 
himself  if  he  believes  his  customer's  financial  position  is  perilous.  He  may  limit 
credit,  require  cash  on  the  barrelhead,  or  arrange  for  a  security  interest  with  his 
■corpoi'ate  customer.  The  worker  has  no  such  options.  Neither  lie  nor  his  union  is 
in  a  position  to  know  about  the  credit  of  the  employer.  The  worker  is  obviously 
Jiot  in  a  position  to  refuse  his  services,  or  arrange  for  a  mortgage  on  his  em- 
ployers factory,  and  lam  unaware  of  any  company  with  whom  we  deal  who  will 
agree  to  payment  of  wages  on  a  secured  basis. 

Our  recommendations  are  therefore  directed  toward  providing  protection 
under  the  law  for  America's  working  men  and  women  who  cannot  otherwise  pro- 
tect themselves.  The  equities  of  their  position  are  to  us  clear  and  the  need  great. 

Time  does  not  permit  a  detailed  exposition  of  examples  of  bankruptcies  in 
which  Steelworker  wage  earners  have  been  victimized  by  business  failures.  I 
am  certain  that  the  records  of  the  Senate  Committee  on  Labor  and  Pul)lic 
Welfare  are  replete  with  examples  of  pension  fund  tragedies,  which  I  will  be 
happy  to  supplement  if  necessary. 

Nor  are  our  experiences  limited  to  those  in  which  bankruptcies  have  struck 
pensioners  with  tragic  force.  Examples  abound  of  bankruptcies  in  which 
workers  have  not  received  wages  as  presently  defined  by  the  Act.  A  list,  by  no 
means  comprehensive,  is  appended  to  my  testimony  of  several  examples  of  tliis 
variety  of  v\hich  I  am  aware.  If  details  thereon  are  desired,  I  will  certainly  be 
glad  to  supply  them. 

On  behalf  of  our  International  President,  Mr.  I.  W.  Abel,  and  our  General 
Counsel,  Mr.  Bernard  Kleiman,  I  would  like  to  express  my  appreciation  to  this 
Committee  for  this  opportunity  to  express  our  views  on  what  we  believe  to  be 
vitally  necessary  bankruptcy  law  reforms. 

Thank  yoii. 

I  will  be  glad  to  answer  any  questions. 

BANKRUPTCIES  (NON-PENSION ) 

North  Range  Mining  Co U.S.     District     Court,     Western     District    of 

Michigan. 
Timmons  Metal  Products U.S.    District    Court,    Southern    District    of 

Ohio. 
Haws  Refractories U.S.     District     Court,     Western     District    of 

Pennsylvania. 
Superior  Steel  Buildings U.S.     District     Court,     Eastern     District     of 

Wisconsin. 
Electro  Chemical  Co U.S.    District    Court,     Southern    District    of 

New  York. 
Meco  Matic  Co U.S.    District    Court,    Northern    District    of 

Ohio. 
Erie  Forge U.S.     District     Court,     Western    District    of 

Pennsylvania 


PROPOSED    AMENDMENTS 

(11  U.S.C.A.  Sec.  35) 

I.  To  amend  section  17(a)  (5)  of  the  Bankruptcy  Act. 

Be  it  enacted  bp  the  Sevate  and  House  of  Representath-es  of  the  United  ^fatefi 
of  America  in  Conrirefta  assembled :  That  clause  (5)  of  subsection  (a)  of  section 
17  of  the  Bankruptcy  Act.  as  amended,  is  furtlier  amended  as  follows : 

(5)  are  for  wages  which  have  been  earned  before  the  date  of  the  com- 
mencement of  the  proceeding  .... 
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(11  U.S.C.A.  Sec.  104) 

II.  To  amend  section  64(a)  (2)  of  the  Bankruptcy  Act. 

Be  it  enacted  by  the  Scvate  and  House  of  Representatives  of  the  United  States 
of  Aimrica  in  Congress  assembled.  That  clause  (2)  of  subsection  (a)  of  section 
ti4  of  the  Banliruptcy  Act.  as  amended,  is  furtlier  amended  as  follows : 

(2)    wages,  including  vacation  wages  and  severance  allowances,  which 
have  been  earned  within  12  montlis  .... 

III.  To  amend  section  64(a)  (2)  of  the  Bankruptcy  Act. 

Be  it  enacted  by  the  Senate  and  House  of  Representatives  of  the  United-  States 
of  America  in  Congress  assembled,  That  clause  (2)  of  subsection  (a)  of  section 
64  of  the  Bankruptcy  Act,  as  amended,  is  further  amended  by  adding  the  follow- 
ing: "and,  further,  for  the  purpose  of  establishing  priroity  under  this  clause  and 
for  computation  of  the  maximum  claim  to  which  priority  can  be  given,  payments 
due  to  any  fund  or  plan  or  insurer  thereof,  including  any  governmental  Pension 
Benetit  Guaranty  Corporation  hereafter  established  for  the  purpose  of  providing 
employee  benefits,  including,  but  not  limited  to,  pension  plans,  trusts  or  funds, 
or  supplemental  unemployment  benefit  plans,  shall,  if  such  payments  would 
(lualify  as  deductible  from  the  employer's  gross  income  under  the  provisions  of 
the  Internal  Revenue  Code,  be  deemed  to  be  wages  assigned  to  the  fund  or  plan 
by  the  individual  employees  upon  whose  service  or  wages  such  payments  are 
based." 

Senator  Burdick.  ]Mr.  Lawson. 

STATEMENT  OE  A.  E.  LAWSON,  UNITED  STEELWORKERS  OF 

AMERICA 

Mr.  Lawsox.  I  a])preciate  the  opportunity  to  testify  before  your 
committee  on  belialf  of  the  TTnited  Steelworkers  of  America  and  its 
1.4  miliion  members.  In  the  interest  of  avoiding  repetition  of  some 
of  the  statements  previously  given,  to  the  extent  possible,  I  would 
like  to  reiterate  a  few  of  the  highlights  and  the  severe  problems  of 
the  bajikruptcy  as  the  Steelworkers  view  them. 

My  understanding  is  that  S.  236  is  the  bill  proposed  by  the  com- 
mission on  the  bankruptcj'  laws  as  opposed  to  S.  235. 

To  a  limited  degree  it  deals  with  the  concerns  expressed  by  the 
Steelworkers  before  that  commission.  It,  nevertheless,  falls  far  short 
of  the  needs  of  those  most  drastically  affected  by,  and  least  able  to 
withstand  the  effects  of  the  bankruptcy  of  an  employer,  its  employees. 

In  historical  perspective,  the  first  act  of  Congress  looking  toward 
the  establishment  of  uniform  laws  on  the  subject  of  bankruptcy,  as 
authorized  by  article  1,  section  8  of  the  Constitution,  became  law  in 
1800.  The  most  recent  comprehensive  revision  of  the  Bankruptcy  Act 
is  now  37  years  old,  having  been  enacted  in  1938. 

In  significant  respects  Federal  bankruptcy  law  has  not  only  failed 
to  keep  pace  with  the  growth  and  structural  changes  which  have  taken 
place  in  our  Xation's  economy,  but  has  actually  regressed.  The  law 
today  provides  substantially  less  protection  for  worker/creditors  of 
bankrupt  employers  thun  once  was  true.  The  bankruptcy  of  an  em- 
ployer, while  obviously  undesirable  for  all  concerned,  is  far  too  often 
the  ultimate  disaster  for  the  employees.  The  reasons  for  this  are  both 
statutory,  and  as  a  residt  of  judicial  decision. 

As  originally  conceived,  bankruptcy  laws  were  based  upon  the  prin- 
ciple that  the  assets  of  the  debtor  were  to  be  preserved  for  "equitable 
distril)ution"  to  creditors.  Equitable  distribution  historically  provided 
for  the  payment  of  debts — which  by  definition  in  bankruptcy  cannot 
all  be  paid  in  full — in  a  certain  order.  Under  present  law  the  payment 
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of  AA-ages  is  of  second  priority,  cominp;  only  after  the  payment  of 
necessary  administrative  expenses  of  the  bankruptcy, 

r)es])ite  that  seemingly  equitable  statutory  scheme,  most  of  the 
debts  legally  owed  the  American  worker  are  never  paid.  In  bank- 
ruj)tcy  court  the  worker  is  in  reality  only  an  unsecured,  general 
creditor,  subject  to  all  the  deficiencies  which  accompan}'  that  status 
under  2:)resent  law. 

The  most  recent  Government  statistics  which  I  have  available — 
from  the  Administrative  Office  of  the  U.S.  Supreme  Court — reveal 
that  general,  unsecured  creditors  receive  an  average  of  7.8  percent  of 
the  debts  owed  to  them,  and  even  priority  creditors  average  only 
o-t.l  percent  recovery.  Secured  creditors,  however,  receive  76.4  percent 
of  the  obligations  due  them. 

In  passing  it  should  be  noted,  sadly,  that  in  Federal  bankruptcy  a 
worker  is  many  times  w^oi-se  off  thaii  in  State  insolvency  proceedings. 
Specifically,  several  States  provide  in  insolvency  proceedings  for  a 
longer  period  of  time  to  which  wage  priorities  apply,  for  a  greater 
amount  of  w^ages  entitled  to  priority,  and  define  wages  much  more 
broadly  than  does  Federal  bankruptcy  law,  to  include  so-called  fringe 
benefit  payments. 

In  short,  if  a  worker's  employer  becomes  a  Federal  bankrupt,  the 
worker  is  in  deep  trouble,  although  for  the  stated — and  other — reasons 
creditors  of  an  employer,  or  the  employer  itself,  are  frequently  moti- 
vated to  pursue  the  Federal  bankruptcy  route. 

Present  Federal  bankruptcy  law  is  miserh'  in  the  amount  of  wages 
gi'anted  priority  treatment  in  bankruptcy.  Limiting  the  period  of 
l)riority  to  the  3  months  prior  to  bankriiptcy  is  also  unfair,  and  as  1 
hope  to  demonstrate,  unrealistic  today.  Finally,  the  Bankruptcy  Act's 
definition  of  wages  is  seriously  deficient,  and  contrary  not  only  to  the 
spirit  of  the  National  Labor  Relations  Act,  but  to  the  economic  and 
employment  conrlitions  Avhich  exist  in  1975. 

We  belicA'e  several  specific  changes  are  needed  in  current  law  and  in 
S.  235  as  proposed  by  the  commission  and  would  appreciate  A'our 
favora])le  consideration  of  our  suggestions. 

Limitation  of  amount  seems  unsupportal)le  to  us.  Since  1926,  the 
Bankruptcy  Act  has  limited  the  amount  of  Avages  entitled  to  priority 
to  $600.  Simple  arithmetic  Avill  demonstrate  tliat  this  Avill  amount  to  a 
handsome  $50  per  Aveek  if  spread  over  a  3-month  period.  U.S. 
Bureau  of  Labor  Statistics  figures  reA'eal  that  in  February  1975,  it 
AAOuld  rec^uire  $1,779.60  to  purchase  Avhat  $600  could  buy  in  1926. 

The  commission  in  its  report  has  noted  that  "the  impact  of  interven- 
ing inflati(m  Avarrants  some  increase."  Unfortunately.  S.  236  Avoukl 
only  increase  the  amount  of  Avages  entitled  to  priority  to  $1,200.  As 
the  figures  I  liaAT.  just  presented  make  clear,  this  not  only  fails  to  meet 
the  raA'ages  of  inflation,  but  does  not  even  return  the  Avorker  to  tlio 
same — inadequate  in  our  a'Icaa' — position  in  Avhich  he  or  she  AA^ould  have 
been  nearly  50  years  ago  with  a  $600  Avage  priority.  There  is  no 
justification  for  such  a  reduction. 

By  contrast,  in  several  States,  for  example  ]Michigan.  Maryland, 
Minnesota,  and  "Washington,  thei-e  is  no  limit  placed  on  the  amount  of 
Avages  entitled  to  priority'  in  State  insolvency  proceedings. 

While  I  am  by  no  means  couA'inced  that  limiting  the  amount  of  the 
Avages  entitled  to  priority  has  any  equitable  basis,  Avorkers  should  at  a 
minimmn  be  no  y\'ovs<^  off  in  1975  than  thoA'  Avould  haA^e  been  in  1926. 
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Senator  Burdick.  May  I  ask  the  same  question  I  asked  before  ?  You 
say  there  is  no  limit  on  wages.  Does  that  go  to  the  higli  paid  manage- 
ment stair  and  everybody  ? 

Mr.  Lawsox.  As  I  understand  the  commission's  report.  Senator, 
there  is  no  substantive  change  in  the  categories  to  which  the  law  would 
apply.  As  I  understand  it,  the  commission's  proposed  bill  is  S.  236  and 
as  to  existing  law  I  do  not  see  any  reason  to  change  the  categories. 

Senator  Burdick.  I  was  asking  about  ^Maryland,  INIinnesota,  AVash- 
ington.  and  ^lichigan,  there  is  no  limit  for  an3^body  ? 

^Ir.  Lawsox.  Xot  as  far  as  I  am  aware. 

Senator  Buedick.  Proceed. 

Mr.  Lawsox.  We  would  not  necessarih'  propose  limiting  the  wages 
to  categories  of  individuals  different  from  those  provided  for  by  pres- 
ent law. 

As  noted,  under  present  lav,-  only  those  w^ages  earned  within  3 
months  prior  to  the  date  a  petition  in  bankruptcy  is  filed  are  entitled 
to  priority.  When  I  spoke  of  the  regression  of  bankruptcy  law,  this 
was  one  feature  which  stood  out. 

As  previously  mentioned,  in  the  Bankruptcy  Act  of  184:1,  enacted 
130  years  ago,  wages  earned  within  6  months  prior  to  bankruptcy  were 
entitled  to  priority.  Why  that  time  w'as  subsequently  halved  may  be 
lost  in  history,  but  in  1075,  that  judgment  appears  even  more  arbitrary 
than  when  it  first  became  law,  in  1S98, 

In  these  times  of  annual  payments  to  workers,  or  for  their  benefit,  a 
3-month  period  for  priority  bears  no  relationship  to  business  reality. 
Vacation  pay,  for  example,  although  in  over  G,000  steeiworker  con- 
tracts it  is  A'irtually  without  exception  earned  and  calculated  on  an 
annual  basis,  under  present  law  is  not  considered  a  wage  claim  entitled 
to  priority,  except  for  the  portion  thereof  attributable  to  the  3  months 
innnediately  prior  to  bankruptcy. 

Again  the  Federal  Government  lags  in  this  area.  In  ^Michigan,  for 
example,  there  is  no  priority  time  limit  imposed  on  wages  earned  prior 
to  insolvency. 

We  suggest  that  the  Bankruptcy  Act's  time  limitation  is  arbitrary, 
artificial,  and  that  it  be  removed  from  the  law.  While  the  Commission 
has  recommended  a  revision  of  the  time  limitation  so  as  to  measure  the 
3  months  from  the  earlier  of  the  dates  of  the  cessation  of  business  or 
the  filing  of  the  petition,  our  experience  would  not  indicate  that  this 
would  be  of  significant  benefit  to  workers. 

We  have  had  a  lot  of  discussion  on  contributions  to  pension  and  wel- 
fare plans.  The  status  of  employees'  pensions  in  bankruptcy  is  another 
area  in  which  present  law  is  deficient.  As  a  result  of  ck'cisions  by  the 
U.S.  Supreme  Court  in  1962  and  in  19G8,  it  is  clear  that  amounts  owed 
but  unpaid  by  employers  to  pension  funds,  or  other  insurance,  welfare 
or  benefit  plans,  are  not  wages  entitled  to  priority  in  bankruptcy.  A 
distinction  was  created,  contrary  to  prior  decisions,  between  those 
moneys  to  be  paid  to  workers  now  as  wages  and  those  to  be  paid  at  a 
later  time  as  pensions,  or  other  benefits. 

To  the  steelworkcrs,  as  well  as  to  the  three  dissenters  to  those  de- 
cisions, this  ignores  obvious  truth.  These  paymcnits  are  certainly  not 
gifts  but  merely  another  means  of  compensation.  Indeed,  it  is  clear 
that  the  courts  have  long  interpreted  payments  of  this  sort,  in  the  con- 
text of  the  Xational  Labor  Relations  Act  and  other  statutes,  to  be 
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■waffos.  There  was  sionificant  critical  comment  between  the  1962  and 
ll)f)8  decisions  of  the  Court.  This  was  professional  comment  in  various 
law  journals  and  law  reviews,  as  the  Senator  had  asked  a  question 
about  that  earlier,  I  thought  I  should  mention  tliat.  There  was  really 
quite  a  bit  of  criticism  of  the  earlier  opinion. 

In  collective  bargaininof,  both  the  employer  and  the  union  negotiate 
agreements  whose  cost,  for  example,  is  50  cents  per  hour.  Merely 
because  a  portion  of  that  package  is  to  be  paid  in  the  deferred  form 
of  pensions  rather  than  as  present  wages  does  not  justify  disparate 
treatment  in  bankruptcy. 

A  larger  wage  increase,  or  lengthier  vacations,  are  foregone  in  order 
to  achieve  better  pensions,  or  supplemental  imemployment  benefits 
or  other  fringe  benefits  for  protection  in  the  event  of  layoffs. 

We  submit  that  if  the  pension  protection  believed  to  have  been 
secured  turns  out  to  be  illusory,  it  is  the  older  worker  who  will  suffer 
most.  And  who  will  speak  for  him  to  urge  better  pensions,  when  those 
benefits  vanish  in  his  employer's  bankruptcy?  Pie  believes  that  these 
were  wages  deferred.  So  do  we. 

It  should  seem  today  that  it  is  undeniably  socially  beneficial  to 
give  special  protection  to  the  wage  earners,  who  ordinarily  have  no 
substantial  savings  or  reserve  to  fall  back  on  in  case  of  adversity.  The 
alternatives  of  welfare  or  old-age  relief  have  little  to  commend  them. 

This  reform  is  also  necessarily  tied  to  an  extension  of  the  time  with- 
in which  priority  is  granted  to  wages.  Contributions  to  pension  plans 
are  almost  invariably  made  annually.  It  is  therefore  necessary  that 
treatment  of  these  contributions  as  wages  requires  at  least  a  corre- 
sponding period  of  priority. 

The  Commission  fortunately  in  its  recommendation  has  recognized 
the  need  for  granting  priority  status  for  claims  for  "fringe  benefits" 
for  1  year,  in  an  interesting  contrast  to  its  suggested  limitation  of 
other  wage  claims  to  a  3-month  period  of  priority. 

The  Commission  on  Bankruptcy  Laws  has  noted  the  power  of  Con- 
gress to  amend  the  Bankruptcy  Act  and  S.  236  does  provide  for  treat- 
ment of  fringe  benefits  as  Avage  priority  claims.  We  agree  witli  that 
recommendation,  but  disagree  with  the  limitations  as  to  amount  placed 
thereon.  In  1975,  limiting  priority  to  $300  or  the  difference  between 
the  amount  for  which  the  claimant  for  whose  benefit  tlie  fringes  are 
paid  and  $1,200  is  to  fail  to  recognize  economic  reality.  Again,  under 
this  formula,  the  worker  would  once  more  fall  back  to  a  position 
even  worse  than  that  with  which  he  was  faced  in  1926. 

Finally,  the  passage  o,f  the  Employee  Eetii-ement  Income  Security 
Act  of  1974,  the  pension  reform  bill,  will  undoubtedly  ameliorate 
many  of  the  pension  fund  bankruptcy  problems  which  have  confronted 
workers.  There  are  nevertheless  gaps  in  that  legislation  which  will 
require  priority  for  pension  fund  contributions  in  bankruptcy,  and 
legislative  protection  for  those  who  must  rely  thereon. 

In  summary,  the  supplier  of  goods  and  products  to  the  employer 
may  protect  himself  if  he  believes  his  customer's  financial  position  is 
perilous.  He  may  limit  credit,  require  cash  on  the  barrelhead,  or 
nrrange  for  a  security  interest  with  his  corporate  customer.  The 
worker  has  no  such  options.  Neither  he  nor  his  union  is  in  a  position 
to  know  about  the  credit  of  the  employer.  The  worker  is  obviously 
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not  in  a  position  to  refuse  his  services,  or  arrange  for  a  mortgage  on 
his  employer's  factory,  and  I  am  nna^Yare  of  any  compan}^  with  whom 
we  deal  who  will  ixgrce  to  payment  of  wages  on  a  secnred  basis. 

Our  recommendations  are  therefore  directed  toward  providing  pro- 
tection under  the  law  for  America's  workingmen  and  women  wlio 
cannot  othervrise  protect  themselves.  The  equities  of  their  position 
are  to  us  clear,  and  the  need  great. 

Time  does  not  permit  a  detailed  exposition  of  examples  of  bank- 
I'uptcies  in  which  steelworker  wage  earners  have  been  victimized  by 
business  failmes.  I  am  certain  that  the  records  of  the  Senate  Com- 
jnittee  on  Labor  and  Public  Welfare  are  replete  with  examples  of 
pension  fund  tragedies,  which  I  will  be  happy  to  supplement  or 
amplify  upon  if  necessary. 

Nor  are  our  experiences  limited  to  those  in  which  banki'uptcies 
have  struck  ptmsionci's  with  tragic  force.  Examples  abound  of  bank- 
ruptcies in  which  workers  have  not  received  wages  as  presently  de- 
fin(^d  by  the  act.  I  have  appended  to  my  testimony  several  examples 
of  this  variety  of  which  I  am  aware  and  if  details  thereon  are  desired 
I  will  certainly  supply  them  to  the  Committee's  statf  or  anyone  else. 
On  behalf  of  our  international  president,  Mr.  I.  W.  Abel,  and  our 
general  counsel,  Mr.  Beriiard  Kleiman,  I  would  like  to  express  vaj 
appreciation  to  this  committee  for  this  opportunity  to  express  our 
vie  AYS  on  what  we  believe  to  be  vitally  necessary  bankruptcy  law 
reforms. 

Thank  joii. 

Senator  Burdtck.  Thank  you  for  your  contribution. 

Does  anj^one  else  have  anything  to  add  before  I  ask  questions? 

^Vell,  I  understand  very  clearly  the  thrust  of  your  argument  that 
fringe  benefits  are  not  included  in  the  term  "wages",  which  is  the 
maj(n'ity  position  of  several  court  decisions. 

Let's  take  up  some  of  these  pieces  one  at  a  time.  What  about  the 
3-montli  limitation?  The  unions  that  you  people  represent,  are  they 
paid,  weekly,  by  month,  generally  how  are  they  paid?  Take  the 
Ap]:>arel  Trades  first. 

Mr.  ZiMNT.  Our  people  are  normally  paid  weekly,  but  I  believe 
you  will  also  find  once  every  2-weeks  in  both  private  and  public  sectors. 

Senator  Burdick.  Ls  it  likely  that  3-months  would  go  by  when 
there  would  be  no  payment  ? 

jMr.  ZiMNT.  As  I  indicated  in  my  statement,  I  think  tolerance  of 
no  payment  at  all  is  not  great.  But  I  think  tolerance  of  less  than  full 
payment  can  be  substantial  in  a  given  situation,  and  that  can  mount 
up.  I  think  if  ]')oop1e  were  not  paid  at  all  they  are  not  likeh^  to  work 
for  very  long.  But  if  they  were  paid  three  quarters  or  a  half  of  what 
they  were  making  and  were  persuaded  this  might  save  the  enterprise 
and  they  might  get  everything,  they  would  continue  to  work. 

We  have  had  that  experience. 

Senator  Burdick.  Have  you  any  concrete  examples  of  any  worker 
that  has  suffered  because  of  this  3-months'  provision  ? 

]Mr.  ZiMXY.  In  wage  loss  ? 

vSenator  Burdick.  Yes. 

]\rr.  ZiMNY.  If  you  Avill  permit  me  to  answer  you  by  letter,  we  will 
see  what  we  can  supply. 
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[The  letter  fcjllows :] 

IXTERNATIONAI.    LaDIKS'    GaRMKNT    WORKERS'    UnIOX, 

Xeu:  York,  X.Y.,  May  21,  197.;. 
Re  The  Bankruptcy  Act  of  1973, 
Hon.  QuENTix  N.  Bi  rdick, 

Chairman,  Siihcommlttee  on  Iniprorcnwnts  in  .fudicinl  M<trhiner\i,  Vommittec  on 
the  Judiciary,  U.S.  Senate,  Dirloicn  Office  Buildiny,  Wa.ihinfjton,  D.C. 

Attn  :  Rohort  E.  Feidler 
S.  23G 

Dp;ar  Senator  BntnicK  :  You  will  recall  that  I  testified  liei'ore  the  Subconunit- 
tee  in  tlie  (  onipany  of  a  nuinlter  of  other  labor  union  representatives  on  April  17, 
1975.  During  the  course  of  my  testimony  I  promised  to  write  the  Subcomn\ii1ee 
regJivdins  examples  of  workers  who  Jiave  suffered  direct  take-home  wage  h>ss 
because  of  the  present  Bankruptcy  Law's  three  month  priority  provision. 

In  the  brief  time  available,  we  liave  bei'U  able  to  surs-ey  only  a  handful  of  New 
York  City  attorneys  representing  the  ILCJWU.  Consequently,  our  information  and 
the  results  of  our  survey  are  necessarily  limited.  We  have  so  far  discovered  only 
one  case  where  the  direct  wage  delinciuency  exceeded  $600,  but  the  period  of 
delincpiency  was  six  weeks. 

Our  survey  also  revealed  that  our  New  York  City  attoi'ueys  have  the  same 
concerns  we  expressed  in  our  testimony.  For  examjjle.  our  attorneys  stressed,  as 
we  had.  the  importance  of  measuring  the  priority  period  for  both  wages  and  bene- 
fit fund  contributions  from  the  date  of  substantial  termination  of  employment 
rather  than  from  the  filing  of  the  i)etition  in  bankruptcy.  They  underscored  our 
recommendation  that  Subparagraphs  (a)(.*})  and  (a)(4)  of  Section  4—405  be 
amended  to  specify  a  stated  period  "before  either  the  date  of  the  petition  or  of 
the  suh.Htantiul  cfts.Hnfion  of  the  debtor's  business,  whichever  is  earlier."  (Empha- 
sis added)  Such  amendment  would  correct  the  situation  where  an  employer 
assigns  for  the  benetit  of  creditors  and  some  time  later  files  a  bankruptcy  petition 
so  that  wage  claims  for  the  last  three  (or  six  or  12)  months  of  employment  lose 
their  prioritj'  status.  The  ])roposed  Bill's  present  language  encourages  delayed 
filing  and  therefore  a  form  of  "forum  shopping"  whicli  could  be  eliminated  by  fl)e 
suggested  amendment.  We  urge  this  language  on  the  Subcommittee  once  again. 

The  elimination  of  "fonun  shopping"  was  also  suggested  as  a  reason  for  giving 
priority  status  to  l)enefit  fund  cojitri'ontions.  Our  attorneys  have  found  that  em- 
l)loyers  will  a.ssign  for  the  benefit  of  creditors  under  State  law  and  then  file 
petitions  in  bankruptcy  specifically  in  f)rder  to  avoid  priority  status  for  fund 
contriliutions. 

Another  suggestion  sti'ongly  urged  upon  us  is  that  the  Bankruptcy  Law  give 
priority  status  to  the  entire  amount  of  vacation  pay  due  emjiloyees  ;  and  that  case 
law  holding  that  «mly  that  portion  of  vacation  pay  which  accrued  during  the 
priority  period  is  entitled  to  jiriority  sliould  be  speeifically  aiuiulled. 
Thank  you  for  youi'  interest  and  co-operation. 
Very  truly  y<jurs, 

Max  Zimts'Y, 
(icneral  Con)i><cl. 

Mr.  Lawson.  I  have  a  list  which  I  refer  to  in  my  testimony.  I  have 
about  seven  examples  and  T  am  sure  I  could  double  that  without  too 
much  difficulty.  These  are  not  direct  wages — these  are  cases  of  vaca- 
tion pay 

Senator  BrnsDiCK.  T  understand  that.  But  are  there  cases  which 
would  show  they  arc  prejudiced  b}^  a  3-month  limitation,  that  is  my 
question  'i 

Mr.  Lawsox.  Oh,  3'es,  they  were  promised  paid  vacations  for  April 
1975,  and  the  vacation  Avas  earned  for  \vorktime  in  1974, 

Senator  I^ukdick.  I  am  talking  about  what  the  majority  of  courts 
call  wages. 

Mr.  Z131XY.  You  mean  the  take  houie  pay  that  is  in  the  envelope. 

Senator  Buiuhck.  Do  you  understand  what  I  am  talking  about? 

]\rr.  Lawsox.  Yes;  I  guess  I  follow  you. 
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Senator  BntoiCK.  I  can  inidoistand  liow  a  calculation  on  vacation 
pay  and  frini^e  benefit  and  so  forth  could  run  back  pretty  much,  but 
could  the  ordinary  waoes  ordinarily  run  back  tliat  far? 

Mr.  Lawsox.  I  would  say  171  the  steel  workers  experience  a  week  or 
tAvo  on  the  outside.  That  is  not  too  common. 

Senator  Bukdick.  That  is  what  bothers  me.  Where  do  wo  have  ex- 
amples of  where  the  salaries  have  failed  to  be  paid  for  3  solid  months  ? 
I  would  like  to  have  examples. 

]\Ir.  ZiMXY.  AVe  will  attempt  to  collect  them  for  you.  ]My  o-uess  is  they 
will  fall  into  the  cate^^ory  of  part-})ayment  for  periods  of  time,  because 
like  you  I  do  not  conceive  of  people  working  and  not  getting  paid  for 
as  long  as  3  months. 

]Mi-.  Oswald.  Except  that  pait  of  the  problem  is  that  section  nnder 
the  bill  40o(3)  on  direct  wages  inchuk^s  vacations,  severance  and  sick 
leave  pay  with  the  3-month  limitation  and  the  other  fringe  benefits, 
pensions,  which  are  in  section  4,  with  the  1  year  linntation  in  the  pro- 
posed bills. 

I  think  what  we  are  really  saying  is  that  part  of  vacations  and 
severances,  which  is  in  the  npper  part  along  with  the  direct  wage  pay- 
ments have  problems  with  the  3-month  limitation. 

Senator  Biiidk'k.  I  see. 

]Mr.  Oswald.  Some  of  our  people  in  the  health  care  area  are  paid  on 
a  monthly  basis.  Particularly  in  some  of  the  smaller  inirsing  homes  we 
have  problems  Avith  the  employer  saying  he  will  have  the  money  as 
soon  as  he  gets  the  insurance  money  from  reimbursement  from  medi- 
care. It  carries  on  and  all  of  a  sudden  he  is  in  bankruptcy  and  the 
money  owed  drags  out. 

We  also  have  a  problem  in  some  of  the  smaller  building  cleaning 
establishments  that  dragged  on  beyond  1  or  2  weeks,  because  they  do 
not  see 

Senator  Burdick.  What  yon  are  saying  then  is  that  3  months  would 
not  ordinarily  strain  wages,  but  when  we  add  in  the  loss  of  fringe 
benefits  we  run  into  problems, 

iMr.  Oswald,  We  have  more  problems  than  1  oi-  2  weeks.  It  might 
even  run  2  months  in  simply  health  care  areas  for  direct  v/ages  just  be- 
cause some  of  them  are  paid  on  a  monthly  l)asis  and  because  of  the 
smaller  operations.  They  are  convinced  that  money  will  be  coming  in 
sometime. 

]\Ir.  ZiMXY.  If  wo  use  the  present  rule  regarding  vacation  pay  which 
is  t(^  consider  it  as  an  accrual  during  the  period  for  earning  a  vacation, 
Avhich  we  may  assume  for  purposes  of  discussion  to  be  a  calendar  year, 
then  if  the  petition  is  filed  January  1,  only  one-foui-th  of  the  vacation 
pay  would  be  entitled  to  the  preseiit  wage  priority.  If  the  period  of 
priority  was  9  months,  then  thr(!e-fourths  of  the  vacation  pay  would 
be  a  priority.  If  the  priority  were  a  year,  then  all  the  vacation  pay 
would  be  preferred.  If  severance  pay,  which  I  think  is  similarly  calcu- 
lated is  also  unpaid,  then  a  sizable  amount  is  not  covered  if  the  priority 
pei'iod  I'emains  3  months. 

Senator  Burdick.  Does  a  collective  bargaining  agreement  differ  from 
a  commercial  contract.  Do  you  not  merely  have  two  j)arties  agreeing 
to  contract  with  each  other  ? 

Mr,  GiBBS.  I  would  like  to  address  mvself  to  that. 
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Unlike  oilier  contracts,  the  Supreme  Conrt  lias  said  that  the  sub- 
stantive law  o'ovcrnin.o;  collective  barizainino-  aiireeinents  is  to  be  fash- 
ioned by  the  Federal  courts  from  the  policy  of  our  national  labor  laws. 
Tlie  Court  explained  while  the  2;eneral  law  goveiiiino"  contracts  was 
not  applicable,  the  courts  might  look  to  it  for  analogies,  but  the  incor- 
poration of  sucli  analogies  would  only  be  appropriate  insofar  as  they 
are  consistent  with  the  national  labor  policy. 

The  policy  of  our  national  labor  laws  does  not  permit  issues  with 
respect  to  collective  bargaining  agreements  to  be  determined  soleh' 
with  reference  to  the  interests  of  the  immediate  parties  to  the  contract. 

Congress  has  determined  that  the  collective  bargaining  process  and 
the  agreements  eventuating  therefrom  are  to  serve  interests  of  those 
beyond  unions  and  employers.  The  interests  of  employees  in  the  estab- 
lishment and  maintenance  of  a  system  of  industrial  self-government, 
and  the  general  societal  interest  in  peace  and  stability.  Congress  has 
further  recognized  that  a  breakdown  in  the  system  of  self-government 
established  by  a  collective  bargaining  agreement  is  disruptive  of  inter- 
state commerce. 

Because  of  the  concern  for  the  interest  of  employees  and  the  geneial 
public,  neither  of  Avhom  are  direct  parties  to  a  collective  bargaining 
agreement.  Congress  undertook  in  the  National  Labor  Relations  Act 
to  impose  obligations  on  tlie  direct  contracting  parties  wholly  foreign 
to  the  common  law  of  contracts.  Employers  and  unions  are  not  parties 
Avho  deal  with  each  othcn'  on  a  wholly  voluntary  basis.  Central  to  the 
peculiar  status  and  function  of  a  collective  bargaining  agreement  is 
the  fact  dictated  liotli  b}-  circumstance  and  by  the  i'e(iuirements  of  the 
Xational  Labor  Relations  Act  that  it  is  not  in  any  i-eal  sense  the  simple 
product  of  a  consensual  relationship. 

In  the  normal  contractual  relationship,  pai'ties  come  together  vol- 
untarily under  no  compulsion  to  bargain.  Should  they  enter  into  an 
agreement  their  obligations  are  defined  by  and  do  not  extend  beyond 
that  agreement.  Sl(Ould  one  party  fail  to  o1)tain  his  rightful  fruits  of 
a  bargain  he  may  be  free  to  extricate  himself  fi-om  the  entire  arrange- 
ment. Certainly,  he  has  no  continuing  duty  to  bargain  again  with  the 
other  party. 

In  conti-ast,  the  relationship  of  a  union  and  employer  under  the  Na- 
tional Labor  Relations  Act  is  quite  another  thing.  These  parties,  as  the 
Supreme  Court  has  said,  and  as  the  act  plainlyprovides,  are  under  a 
real  comiDulsion  to  deal  with  each  other.  Congress  has  imposed  upon 
them  a  set  of  reciprocal  obligations  which  persists  regardless  of  the 
existence  of  the  collective  bargaining  agreement.  Thus  as  to  questions 
of  wages  and  working  conditions  they  have  a  statutory  obligation  to 
bargain.  Moreover,  should  the  union  and  the  employed  enter  into  an 
agreement,  that  agreement  does  not  delimit  the  obligations  of  the  ]iar- 
ties  to  each  other.  There  remain  the  obligations  imposed  by  statute.  For 
example,  the  statutory  duty  to  bargain  remains  during  the  course  of 
the  contract  as  to  matters  not  covered  therein,  and  once  the  contract 
has  run  its  course  the  parties  are  still  locked  into  their  bargaining  rela- 
tionship. The  ending  of  a  collective  bargaining  agreement  by  wjiatever 
means  does  not  end  the  statutory  obligation  of  the  parties  to  deal  witli 
each  other. 

Mr.  ZiMNY.  Senator,  I  think  it  is  somewhat  helpful  to  look  at  a  case 
which  is  a  leading  one  in  tliis  area,  M'ilei/  \.  Licmgstoiu  a  1964  deci- 
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sion  of  the  U.S.  Supreme  Court,  in  wliicli  the  Supreme  Court  said  \ery 
well  what  we  are  trying  to  articulate  here.  In  referring  to  the  labor 
contract  which  in  that  case  was  lield  to  bind  a  successor  as  contrasted 
with  a  commercial  contract  in  which  a  successor  must  assume  a  contract 
in  order  to  be  bound,  the  Court  said  "while  the  principles  of  law  gov- 
erning ordinary  contracts  would  not  bind  to  a  contract  an  unconsenting 
successor  to  a  contracting  party,  a  collective  bargaining  agreement  is 
not  an  ordinary  contract.  It  is  a  generalized  code  governing  a  myriad 
of  cases  whicJi  the  draftsmen  can  not  wholly  anticipate.  The  collective 
bargaining  agreement  covers  the  whole  relationship.  It  calls  into  being 
a  common  law,  the  connnon  law  of  a  particular  industry  or  of  a  particu- 
lar plant." 

It  is  that  to  which  we  are  referring  when  we  say  it  is  an  inextri- 
cable part  of  the  plant  or  factory  environment.  It  is  like  the  workers' 
tools,  his  machine,  the  power  he  uses  in  carrying  out  his  work.  It  is 
not  like  a  commercial  agreement  in  other  words. 

Where  a  trustee  is  given  the  power  to  reject,  I  suggest  that  two 
separate  interests  may  be  jeopardized.  One  is  the  interest  of  the  credi- 
tors; and  in  the  Chapter  XI  proceeding  the  interest  of  the  debtor  itself 
is  in  extricating  itself  from  the  debt  situation.  In  such  a  case  the 
workers  most  important  to  the  enterprise  would  be  the  first  to  pro- 
test the  lack  of  contract  protection.  They  would  be  the  first  to  lea^e. 
I  mean  the  key  men  in  an  enterprise.  I  think  in  that  kind  of  a  situation 
the  key  employees  are  the  ones  who  are  least  likely  to  staj-  around  in  the 
unsettled  situation  created  by  the  bankruptcy  and  the  loss  of  con- 
tract protection. 

If  you  have  managed  to  keep  them,  you  surely  will  drive  them  away 
by  rejecting  the  collective  bargaining  agreement  because  they  are  also 
the  people  who  can  find  substitute  employment  easiest.  Such  a  con- 
dition seriously  threatens  the  interests  of  creditors  and  debtors. 

The  other  half  of  that  equation  is  the  less  essential  Avorker  who  is 
most  in  need  of  protection.  He  becomes  the  victim  of  the  economic 
crisis  because  when  the  contract  is  rejected  he  is  in  no  position  to 
negotiate  a  hard  bargain  for  fear  he  will  negotiate  himself  out  of  a 
job.  Even  his  union,  strong  in  other  circumstances,  would  be  highly 
reluctant  to  drive  a  hard  bargain  against  the  will  of  the  employees, 
especially  in  a  small  town  which  depends  upon  a  plant  for  its  sur- 
vival; and  that  would  include  the  businessmen  in  the  town  who  are 
the  beneficiaries  of  the  payroll.  I  think  the  union  and  the  workers 
woidd  be  reluctant  to  use  the  economic  muscle  of  the  strike  because 
to  do  so  might  destroy  the  enterprise. 

Senator  Bukdick.  I  think  you  have  answered  my  next  cjuestion 
which  would  have  been  v/hat  are  the  adverse  effects  if  a  labor  agree- 
ment is  rejected. 

Mr.  ZiMNY.  Yes,  I  think  I  have. 

Senator  Bukdick.  The  next  question  is  are  wages  created  the  same 
as  other  employee  benefits  during  collective  bargaining.  Would  you 
consider  the  fringe  benefits  the  same  as  the  wage  rates  and  working 
conditions  ? 

Mr.  ZiMNY.  Xow,  in  our  statements  we  indicated  that  they  are 
treated  as  one  entire  package  apportioned  to  various  benefits.  Part 
of  it  goes  into  direct  pay,  part  into  pension,  part  into  health  and 
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■\volfarc,  part  into  scliolarsliips,  part  into  a  drug  plan,  and  into  a  day 
care  center  and  the  like. 

To  the  employer  it  makes  no  difference  or  little  difference — I  should 
not  say  it  makes  no  difference — I  think  there  are  conscientious  em- 
ployers to  whom  it  would  m.ake  a  difference — but  the  employers  are 
primarily  concerned  with  the  cost  of  the  total  package.  The  short 
answer  is  that  the  wage  package  is  indistinguishable  in  amount  in 
wage  negotiations.  It  breaks  down  thereafter  into  direct  take  home 
pay  and  benefit  plans ;  and  to  treat  them  as  if  they  are  different  ani- 
uials  so  that  one  is  subject  to  priority  and  one  is  not,  is  simply  wrong. 

Senator  Buedick.  In  other  Avords,  you  characterize  the  package  as 


wages 


« 


Mr.  Ztmxt.  Yes;  one  total  wage  package. 

Mr.  GiBBS.  I  might  add.  Senator,  that  that  view  is  consistent  with 
the  view  of  the  Cost  of  Living  Council  under  the  Economic  Stabili- 
zation Act. 

In  terms  of  the  Cost  of  Living  Council's  evaluation  of  wage  in- 
ci'eases,  termed  ''wages  and  salaries.*'  the  entire  wage-fringe  ]iack- 
age  was  considered,  including  all  the  fringes  that  Mr.  Zimny  has 
referred  to.  Fringe  benefits,  including  deferred  benefits,  were  con- 
sidered wages  and  salaries  for  purposes  of  being  cut  back  by  the 
COLC.  I  think  for  purposes  of  equity,  such  wage  and  fringe  benefits 
should  be  treated  as  Avages  for  purposes  of  Avage  recovery  under  the 
Bankruptcy  Act. 

Mr.  Zimny.  As  I  remember,  if  you  go  back  to  World  AYar  II  and 
the  Y^ar  Labor  Board,  many  of  the  fringe  benefit  plans  that  noAv 
exist  were  first  created  then  as  a  Avay  of  paying  wages  other  than  in 
a  direct  pay  envelope.  So  that  historically  this  is  unshakeable  truism. 
Furthermore,  in  the  two  Supreme  Court  Cases  Emhassy  Restaurant 
and  Joint  Industry  Board  the  Supreme  Court  said  the  same  thing. 

jMr.  ZiMKY.  I  think  they  said  it  in  both  cases. 

Senator  Burdick.  They  did? 

Mr.  Zimny.  Yes. 

Senator  Btirdick.  To  Avhat  extent  are  pension  benefits  protected 
by  recent  Federal  legislation? 

JMr.  GiBBS.  The  only  aspect  of  the  I'ecent  ERISA  that  Avould  protect 
pension  benefits  are  the  provisions  establishing  the  Pension  Benefit 
(Tiiaranty  Corporation.  But  in  that  regard  there  are  definite  gaps  in  the 
Corporation's  coA'erage  AA'hich  guarantees  the  payment  of  only  certain 
pensions.  The  guarantee  applies  to  Avhat  are  called  defined  benefit  pen- 
sion plans,  that  is,  if  a  pension  plan  has  at  the  outset  a  defined  l)enefit, 
for  example,  the  employee  will  receive  $100  a  month,  it  may  be  cov- 
ered— that  is  called  a  defined  benefit  plan.  So-called  defined  contribu- 
tion plans  which  are  open  in  terms  of  what  benefits  will  eventually  re- 
sult, are  not  covered,  such  as  individual  account  plans  in  which,  a 
coi-tnin  amount  of  money  is  contributed,  but  Avith  no  guaranteed  or 
defined  benefit,  that  would  not  be  covered. 

At  this  very  moment,  the  Pension  Benefit  Guaranty  Corporation  is 
iuA^ohed  in  defining  the  term  "basic  benefit"  so  that  coA'erage  be 
restricted  beyond  the  restrictions  contained  in  ERISA.  Collection  of 
unpaid  ]Dension  contributions  from  the  bankrupt  employer's  assets 
Avould  complement  the  protections  of  ERISA. 
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In  terms  of  the  provision  we  are  seekino;,  pensions  are  only  one  of 
numerous  deferred  benefits  whieli  would  come  under  subsection 
(a)(4).  Some  of  the  others  which  we  have  alhided  to  here  today 
including  heahh  and  welfare  ])laiis,  sickness  and  accident  benefit  plans, 
annuity  plans,  deferred  profit  sharing  plans,  life  insurance  and  other 
iiisui'ance  plans  would  not  be  covei'{Hl  by  the  Pension  Benefit  Guaranty 
( 'orjtoration. 

So  that  I  think  that  the  coverage  of  the  Pension  Benefit  Guaranty 
( '(U'poration.  while  it  is  going  to  be  helpful,  it  is  cleai'  it  Avill  only  be 
partially  heli)ful  and  it  is  unclear  at  this  point  as  to  exactly  how  much 
it  will  help.  We  ai'e  certainly  grateful  for  the  existence  of  that  act,  but 
I  do  not  think  it — — 

Senator  BurtOicK.  I  though!  that  ])rovisioji  would  be  helpful  when 
we  [)assed  it. 

Ml'.  Gmr.s.  Definitely,  no  question  about  it,  and  I  do  not  mean  to 
indicate  to  the  contrary. 

But  it  is  unclear  that  that  act  in  terms  of  the  situation  we  are  talking 
al)out  would  help  other  than  partially  in  terms  of  the  benefits  that  Ave 
arc  seeking  to  protect. 

Mr.  Leifer.  Mr.  Chairman,  I  would  like  to  also  address  myself 
briefly  to  this  point. 

The  l)uilding  trades  and  the  whole  labor  movement  are  very  ap- 
preciative foi'  the  Pension  Boform  Act.  But  I  do  not  believe  ERISA 
would  provide  protection  even  in  the  area  of  pensions  in  connection 
with  bankruptcy  in  the  building  and  construction  industry. 

As  I  understand  it  the  Pension  Benefit  Guaranty  Corp.  referred 
to  previously  applies  only  to  plans  which  terminate.  In  the  building 
consti'uction  industry  we  are  speaking  of  multiemployer  plans.  If  a 
particular  contract  or  contractors,  which  are  parties  to  a  certain  col- 
lective bargaining  agreement  between  a  union  and  contractor's  assoeia- 
t  ion.  go  into  bankruptcy,  the  plan  will  not  necessarily  terminate.  How- 
ever, the  effect  of  the  lack  of  contractor  paj'ments  to  the  plan  "would 
1  le  either  to  adversely  effect  the  actuarial  balance  of  the  plan  so  that 
the  ])lan  might  have  to  go  out  of  business,  or,  and  more  likely,  it  would 
shift  the  burden  of  paj'ment  to  those  contractors  wdio  are  not  going 
into  l)ankruptcy. 

So  I  do  not  think  that  even  that  limited  provision  in  the  new  Pen- 
sion Beform  Act  would  protect  employees  affected  by  this  lack  of 
contributions  to  pension  plans  by  failing  contractors. 

jNIr.  ZiMXY.  Senator,  let  me  give  you  a  current  example. 

I  indicated  to  you  that  in  the  apparel  industries,  which  like  con- 
struction have  multiemployer  plans,  that  the  failure  to  have  a  benefit 
fund  priority  in  the  ])resent  bankru])tcy  law  results  in  a  loss  to  the 
funds  of  many  millions  of  dollars.  We  made  a  1973  study  which  indi- 
cated that.  The  figure  is  undoubtedly  much  higher  as  a  result  of  the 
107 1  expei'ience  which  in  this  imlustry  is  disastrous. 

What  has  happened  as  a  result  is  that  our  funds,  including  our  pen- 
sion funds,  that  is  the  ERISA  aspect,  are  now  experiencing  a  current 
operating  experience  which  is  in  the  red.  What  happens  as  a  result  is 
that  you  must  either  limit  benefits  or  fail  to  increase  benefits  at  a  time 
\^•heu  pensioners  sorely  need  an  increase.  You  may  have  to  go  to  the 
surviving  employers  and  ask  them  to  increase  contributions.  "Wlien 


50-338 — 75 20 


302 

your  economy  is  as  bad  as  it  is  right  now  and  in  a  sector  that  is  as  hard 
iiit  as  the  apparel  trades  it  is  simply  impractical  to  do  so.  You  cannot 
increase  that  aspect  of  the  wage  package.  The  result  is  that  you  are 
dealing  with  a  benefit  structure  which  is  barely  getting  along  and 
whicJi  cannot  keep  up  with  increasing  costs  for  pensioners. 

jMr.  GiBBS.  One  other  point,  Senator,  I  am  not  sure,  but  to  my  recol- 
lection, and  I  have  to  check  it,  but  1  believe  the  pension  guaranty 
provision  only  applies  to  funded  plans.  1  would  have  to  check  that,  but 
if  that  is  the  case,  then  unfunded  plans  are  not  protected,  and  I  would 
guess  that  the  unfunded  plans  would  more  likely  be  companies  in  a  less 
favorable  economic  positioii  to  begin  with,  and  companies  which  would 
be  more  likely  to  have  the  problems  that  we  are  talking  about  here.  But 
1  will  check  that  and  verify  that. 

Senator  Burdick,  If  you  want  to  clarify  it  send  a  letter  in. 

[The  letter  follows :] 

Bredhoff,  Cushman,  Gottesman  &  Cohen, 

Washington,  B.C.,  May  6, 1915. 

Hon.  QUENTIN  N.  BURDICK, 

6'.)S'.  ISenate,  (Jhainnan,  Uomniittee  on  the  Judiciary,  Subcoinmittee  on  Lnijrovc- 
ments  in  Judicial  Machinery,  Washi)igton,  B.C. 

Dear  Senator  Burdick  :  In  my  testimony  on  April  17,  1975  (Page  397)  I  incli- 
catevl  iluit  plan  termination  coverage  by  the  Pension  Benetit  Guarantee  Corpora- 
tion (PBGC)  was  limited  in  some  respects,  including  a  possible  limitation  on 
unfunded  pension  plans.  I  am  writing  this  letter  to  correct  and  clarify  my 
statement. 

Coverage  by  the  PBGC  is  limited  to  "qualified'"  pen.-ion  plans  maintained  by 
an  employer  engaged  in  commerce,  or  in  an  industry  or  activity  affecting  com- 
merce. Nonqualilied  pension  plans  will  be  covered,  liowever,  if  in  practice  they 
have  met  tlie  qualitication  standards  of  the  Internal  Revenue  Code  for  five 
years. 

Certain  pension  plans,  including  unfunded  nonqualified  deferred  compensation 
l»lans  for  a  select  gi'Oiip  (^f  nianagement  or  highly  compensated  employees  are 
siieeilically  excluded  fr<im  coverage.  In  addition  numerous  non-defined  benefit 
plans  such  as  profit  sharing  plans,  money-purchase  pension  plans  and  stock  bonus 
plans  are  not  covered. 

For  those  pension  plans  that  are  covered.  ERISA  requires  only  that  vested 
basic  benefits  must  be  insured.  Ancillary  and  sup,plemental  benefits  are  not  re- 
quired to  be  insured.  Since  such  benefits  are  not  specifically  defined  in  the  Act, 
the  PBGC  is  just  now  deciding  on  which  benefits  will  be  insured  and  which  will 
not.  The  outcome  is  unsure,  but  clearly  some  benefits  provided  for  in  the  plan 
will  not  be  insured. 

In  addition  to  the  above  limitations,  the  Act  provides  a  monetary  limit  (m 
the  benefits  guaranteed.  Furthermore,  benefits,  even  if  under  the  maximum, 
must  be  in  effect  for  five  years  before  they  are  fully  covered.  Prior  to  five  years, 
there  is  a  gradual  i)hase-in  of  coverage. 

In  sum.  while  plan  termination  insurance  will  be  extremely  helpful,  we  believe 
that  amendments  lo  the  Bankruptcy  Act  are  necessary  to  complement  the  protec- 
tions of  ERISA  and  enable  employees  to  come  closer  to  obtaining  their  accrued 
compensation  under  employee  benefit  plans. 
Very  truly  yours. 

Elliot  Bredhoff 
.Ieffrey  L.  Gibbs 

Senator  BuRi:)rcK.  Ti  ha?  hinm  recommended  that  the  trustee's  power 
to  disallow  collective-bargaining  agreemcfits  be  rescinded.  Would  this 
be  a  wise  policy  in  those  cases  where  the  trustee  feels  tJint  such  dis- 
allowance would  be  necessary  to  preserve  the  debtor's  business?  In 
fact,  do  trustees  generally  avoid  collective-bargaining  agreements? 
That  is  a  big  load,  but  who  wants  to  tackle  it  ? 
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:\rr.  Ztmxy.   T  thinlc  wo  havo  substantially  nnsweixMl  it  nlrondy. 

Sonator.  •     i    >  .     • 

Senator  r)n;i>i('^<.  AVould  it  be  a  wise  policy  to  rescMul  tJie  trustee  s 
Dowei-  to  disallow  conective-bai'.izainino;  a.ffveemeiits  !]i  those  cases 
\vhoi-e  the  trustee  feels  such  disallowances  are  necessary  to  preserve  the 
debtor's  business.  Do  vou  think  tliat  situation  would  ever  arise  ? 

:VIr.  GiBBs.  We  have  already  s))ol.:en  aliout  reasons  why  a  collective- 
baro-ainino-  aa-reement  is  unique  and  should  be  kept  in  force. 

I  believe  that  it  is  reasonable  to  assume  that  employees  want  to  see 
their  company  stay  in  business,  and  that  if  the  nmendment  that  we 
have  su/i;o;ested  is*  passed;  namely,  that  the  trustee  is  aiven  the 
authority  onlv  to  leject  the  agreement  witli  the  consent  of  the  other 
l^arty,  that  in  those  cases  where  the  trustee  needed  consent  to  perhaps 
lower  wao-e  rates  or  to  make  similar  economic  adjustments,  the  om- 
oloyees  would  \)v  willino-  to  do  that  to  preserve  the  business  and  their 
jobs. 

I  thhik  it  is  unrealistic  to  think  employees  would  not  want  to  do 
that.  At  the  point  that  an  employer  files  for  bankruptcy  the  employees 
are  well  conviiiced  of  his  status  and  would  be  prepared  to  make  certain 
economic  concessions  bu.t  would  not  Avant  to  o-ive  u])  the  system  of  self- 
^overnment  established  by  the  collective-barpainino-  airreement.  The 
])roblems  of  the  trustee  could  be  taken  care  of  without  unilateral  abro- 
gation of  the  collective-baro-ainino-  ao'reement. 

I  thini:  that  the  protection  the  trustee  seeks  is  inherent  in  a  worker's 
desire  to  keep  his  job.  and  T  think  it  is  a  fear  that  is  really  a  red  herring 
in  this  regard. 

Mr.  Zi?.rxY.  I  also  think.  Senator,  that  trustees  under  the  present 
law  and  under  the  law  as  proposed  have  powers  which  ai'e  limited 
in  certain  respects,  and  they  are  limited  because  better  Federal  public 
policy  indicates  it  shoukl  be  limited.  In  the  area  of  collective- 
bargaining  agreements  we  submit  that  because  of  tlie  nature  of  the 
contrnct  and  the  fact  that  it  is  utterly  difFerent  from  the  connnercial 
cf)]itract  the  trustee  should  not  have  sucli  ])ower.  We  also  think  that 
tlie  exercise  of  that  power,  regardless  of  what  a  trustee  may  think  in 
a  given  case,  is  far  m.ore  likely  to  harm  the  enterprise  and  to  victimize 
employees  who  decided  to  throw  their  lot  in  with  the  failiiig  employer 
in  the  hope  that  both  he  and  they  M'ill  survive.  We  think  that  such 
]:>ower  should  not  be  given  to  the  trustee,  and  we  note  in  the  present 
law  tlie  trustee  does  not  have  that  power  with  respect  to  collective- 
bargaining  agreements  under  the  Railway  Labor  Act.  I  think  that  was 
early  congressional  indication  that  agreements  which  are  really  in- 
distinguishable from  the  other  collective-bargaining  agreements  winch 
we  are  talking  about — should  not  be  su.bject  to  rejection.  It  is  only  the 
passage  of  time  and  the  failure  to  update  the  act  which  liave  resulted 
in  the  Railway  Labor  Act  exclusion  not  being  extended  to  all 
collective-bargaining  agreements.  The  reasons  justifying  the  one  is 
indistijiguishable  from  the  reason  justifying  tlie  others. 

Senator  Bukdick.  Do  you  agree  with  the  other  gentleman  that  we 
are  at  tliat  point  Avhere  sometliing  has  to  be  done  aiid  before  something- 
takes  hold  that  there  might  he  a  \-ohmtary  I'eformation  of  the 
agi'eement  ? 

JSIr.  ZiMNY.  Yes;  but  the  result  of  consent,  not  unilateral  action. 
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Senator  Burdick.  Voliintaiy  action? 

Mv.  ZiMXY.  Yos. 

Senator  BrnniCK.  I  guess  the  next  prepared  (piestion  lias  been  an- 
swei'ecl.  also. 

I  want  to  tliaiik  you  all,  I  think  we  have  all  learned  something  to- 
day. I  thi]ik  it  is  a  good  record,  and  I  a|)preciate  yonr  time  and  your 
patience  with  the  wa}'  we  run  the  show  around  here  with  buzzers 
and  bells. 

Thank  you  all  very  much. 

]\fr.  Znix'^v.  Thank  3'ou. 

Mr.  Lawsox.  Thank  you  very  much. 

Senator  Burdick.  We  will  recess  until  the  call  of  the  Chair. 

[  Wheieu])on  at  8 :oO  p.m.  the  subcommittee  recessed  subject  to  the 
call  of  th.e  Chair.] 
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THURSDAY,  APRIL  24,   1975 

r.S.  Senate. 

SrJAO>.\[>miKK   ox    ]  MPKdVEMEXTS  IX   JuDiriAi. 
]Nr.\ClllNERY    OK     IJIT:    CoZ^r^EITTEE    OX    THE    JtDK  lAK'V. 

]V(l:-Jl  /tif/fO/i.     I  >.<  '. 

Tlio  Fubfommittee  met.  piii'Siiaiit  to  recess,  at  !>'  a.i;i..  in  room  CiiMiii, 
nirl;seii  Senate  Office  iinildiuo-.  Senator  Qiieiuiu  X.  Jiiinlick  (cliaii-- 
iiiaii  of  the  subcommittee)  presidinii'. 

Present :  Seiiato]- Biii'dick  (presiding). 

Also  present:  Tliomas  L.  Bursum,  deputy  conns(>l.  and  Katbrvn 
M.  Coulter,  chief  clerk. 

Senator  Bi-rdick.  Today,  the  Subcommittee  on  TmproAements  in 
Judicial  ]\rachinery  resumes  its  hearings  on  S.  '2l^:^  and  S.  230),  two 
liills  to  revise  and  reform  the  bankruptcy  laws.  Today's  liearing  will 
conclude  inquiry  into  the  consmner  as[)ects  of  the  bankru})tcy  law. 

Our  witnesses  today  have  exemplary  qualifications  to  speak  to  this 
(opic. 

Tviciiard  Hesse  is  a  consultant  to  the  Xational  Oonsmner  Law 
(\'nt(U-.  a  former  Director  of  tlie  LaM-  (Viiter.  and  currently  a  })iof('s- 
soi-  at  the  Franklin  Pierce  Law  Center  in  Concord.  X.Tf.  He  will  be 
accomi)anied  by  Ernest  Sarason,  a  staff  attorney  Avith  tlie  Xational 
Consumer  Law  Center. 

A\\'lcome  to  the  committee,  gentlemen.  You  may  proceed  in  any 
mannei-  you  wish.  Your  prepared  statement  will  be  made  a  pari  of 
the  record  without  objection. 

[The  prepared  statement  of  Richard  Hesse  follow^ :] 

Statement  of  Richard  A.  Hesse,  Consultant  to  the  National 
Consumer  Law   Center,   Inc. 

Mr.  Chairman,  my  name  is  Ricliard  A.  Hesse.  I  am  a  professor  of  Law  ar 
Fr;nikliu  Pierce  Law  Center  in  Concord,  New  Hamp^^hire.  T  appear  before  yon 
today  as  a  consultant  to  tlie  National  Consumer  Law  Center,  Inc.  located  in 
Boston,  Massachusetts.  I  was  formerly  employed  by  the  Center  and  have  been 
retained  to  present  the  views  of  that  organization  on  the  proposals  for  bank- 
ruptcy reform. 

The  Xational  Consmner  Law  Center  is  a  srnntee  of  the  Communiry  Services 
Administration  funded  to  provide  assistance  to  the  more  than  2.300  lawyers 
serving:  the  poor  in  over  200  legal  services  programs  throughout  tlie  country. 
The  National  Consumer  Law  Center,  in  its  five  years  of  existence,  has  emphasized 
reform  of  consumer  credit  legislation.  The  Center  has  produced  two  major 
•'models"  for  the  regulation  of  consumer  credit,  the  National  Consumer  Act 
(1009)  and  tlie  ^lodel  Consumer  Credit  Code  (1073).  The  rese.ircb  t'di-  rlmse  leg- 
islative proposals  involved  tapping  the  nationwide  experiences  of  legal  services 
attorneys  working  on  a  daily  basis  in  this  difficult  area.  Their  efforts  have  fre- 
quently included  the  use  of  the  bankruptcy  process. 

(30.^) 
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In  1972,  the  National  Consumer  Law  Center  was  invited  to  present  its  views 
to  tlie  Commission  on  tlie  Bankruptcy  Laws  of  the  United  States,  which  I  will 
refer  to  as  the  Commission.  The  Center  urged  the  Commission  to  take  some 
major  steps  to  address  consumer  bankruptcy  problems  in  a  more  constructive  and 
humane  way.  In  1972  the  Commission  published  its  report  and  a  proposal  for  the 
major  overhaul  of  the  system.  The  efforts  of  that  commission  have  been  in- 
spirational. Among  others  who  have  been  inspired  are  the  Bankruptcy  Judges, 
who  have  submitted  their  counterproposal  but  regrettably  provided  no  clarify- 
ing commentary  or  report.  The  Commission  is  certainly  deserving  of  praise  for 
its  contribution  to  the  developments  that  will  surely  come  in  this  area.  The 
criticisms  of  its  product  which  we  offer  here  today  are  presented  in  the  same 
constructive  spirit  in  which  the  Commission  itself  worked.  And  for  their  part, 
the  Bankruptcy  Judges  deserve  high  praise  for  building  upon  the  work  of  the 
Commission.  But,  having  given  credit  where  it  is  justly  due,  the  National  Con- 
sumer Law  Center  must  say  in  all  candor  that  much  remains  to  be  done  to 
satisfy  what  it  believes  are  valid  criticisms  of  the  present  system  and  the  pro- 
posals for  i-eform. 

The  concern  of  the  National  Consumer  Law  Center  is  the  consumer  bank- 
ruptcy process.  The  following  remarks  are  limited  to  bankruptcy  for  consumer 
debtors,  and  no  opinions  are  offered  regarding  business  bankruptcies. 

I.    CREATION    OF    A    SEPARATE    CONSUMER    BANKRUPTCY    CHAPTER 

The  present  law  is  inadequate  for  consumers  because  of  its  inability  to  respond 
to  the  needs  of  the  non-business  debtor.  This  inability  is,  in  part,  the  result 
of  the  pervasive  confusion  of  goals  for  the  process  and  the  failure  to  recognize 
the  crucial  differences  between  consumer  and  business  economic  units.  The  pro- 
posals before  you  would  perpetuate  the  failure  and  confusion  of  the  present 
system. 

The  goals  of  the  present  bankruptcy  process,  debtor  relief  on  the  one  hand 
and  equitable  distribution  of  assets  to  creditors  on  the  other,  have  not  served 
the  consumer  well.  Decisions  in  bankruptcy  are  dominated  by  business  consid- 
erations and  the  interests  of  the  business  enterprises  which  are  creditors  in 
the  process.  While  the  proposals  before  you  are  based  on  a  desire  to  emphasize 
a  "fresh  start"  for  the  debtor,  they  have  fallen  short  of  that  objective. 

We  believe  that  the  statute  should  clearly  and  forcefully  state  that  the  pri- 
mary objective  of  the  consumer  bankruptcy  is  rehabilitation  of  the  debtor.  The 
interests  of  creditors  should  be  limited  initially  to  fair  treatment  among  claimants 
against  the  debtor's  estate;  beyond  that,  the  creditors  should  have  the  same  iu- 
ti^-pst  ns  the  imblic  at  large  is  ;>  humane  and  r<>sponsive  process  which  will  en- 
courage restoration  of  the  economic  vitality  of  the  debtor. 

Ample  justification  for  such  an  approach  is  found  in  the  economic  facts  of 
life  which  distinguish  the  consumer  unit  from  other  economic  units  in  bank- 
ruptcy. The  consumer  unit  cannot  be  "liquidated"  nor  can  it  be  managed  solely 
for  the  benefit  of  ci*editors.  The  choices  in  consumer  bankruptcy  are  not  in  the 
area  of  objectives  but  in  the  area  of  methods.  Accordingly,  the  purpose  of  allow- 
ing a  consumer  to  have  an  immediate  discharge  or  to  have  an  opporl unity  to 
perform  a  plan  is  to  provide  a  choice  between  methods,  a  choice  which  should 
be  based  on  M'hich  approach  best  rehabilitates  the  debtor.  Any  other  objective 
for  the  process  would  constitute  the  bankruptcy  court  as  an  awesome  collection 
agency. 

In  addition  to  an  unequivocal  statutory  statement  of  purpose,  we  belieA  e  it  is 
necessary  to  set  out  the  consumer  bankruptcy  in  chapters  separate  from  ))usiness 
bankruptcies.  We  are  mindful  that  it  may  be  possible  to  achieve  a  functional 
consumer  process  within  the  format  used  in  the  two  proposals  imder  considera- 
tion. But.  the  difficulty  is  one  of  drafting  both  general  provisions  and  "liquida- 
tion" provisions  for  consumer  cases  in  the  same  chapters  which  contain  the 
limitations  and  conditions  intended  for  business  cases.  Even  if  an  artful  drafting 
job  could  avoid  confusion,  it  seems  to  us  that  a  cleaner  and  more  efficient  method 
woidd  be  to  separate  consumer  proceedings  from  business  proceedings.  An  added 
virtue  of  separate  chapters  is  the  avoidance  of  possible  i)roblems  in  stalntoi-y 
construction  in  which  unfounded  notice  miglit  be  taken  of  provisions  located  in 
I  he  same  chapter  but  intended  for  other  i)urposes. 

There  are  .special  considerations  in  consumer  cases  which  make  a  sepai-ate 
chapter  more  than  merely  desiralde.  Exempt  property  and  the  related  concerns 
are  relevant  only  to  con.'aimer  bankruptcy  and  logic;illy  belong  in  a  chapter  deal- 
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ing:  with  those  concerns.  The  treatment  of  security  interests  reQuires  different 
Ijolioios  in  consumer  cases  tlinn  in  otlier  cases. 

Tlie  National  Consumer  Law  Center  recommends  that  the  statute  clearly 
articulate  a  primary  objective  of  rehabilitation  lor  consumer  cases  and  tiiat  the 
statute  l)e  reconstructed  to  contain  a  separate  chapter  for  consumer  cases.  This 
approach  is  necessary  to  avoitl  the  confusion  which  presently  impedes  full  use 
of  the  power  of  the  bankruptcy  process. 

II.   PROTECTION   OF  THE  RIGHTS  OF  CONSUMERS 

An  obvious  and  important  difference  betweeu  the  two  proposals  befcjre  this 
Committee  is  tiie  forum  in  \\liich  the  bankruptcy  process  would  be  carried  out. 
From  the  consumer  perspective,  there  is  no  magic  to  one  type  of  forum  or  an- 
other. The  important  consideration  is  tliat  the  forum  afford  due  process  in  botli 
the  legal  and  equitabie  meaning  of  that  term.  If  the  macliinery  whicli  implements 
the  statute  is  responsive  to  the  consumer's  needs  and  adequately  protects  the 
riglits  of  parties  in  that  process,  it  will  make  little  difference  whether  the  ma- 
chinery is  administrative,  as  proposed  by  the  Commission,  or  judicial,  as  pro- 
posed by  the  Judges.  What  is  important  is  that  adequate  and  enforceable  stand- 
ards be  statutorily  imposed  to  assure  that  the  forum  will  be  responsive  to  the 
goals  of  bankruptcy  and  the  needs  of  the  debtor. 

The  National  Consumer  Law  Center  believes  that  the  principal  difference 
between  the  proposals  before  the  Committee  is  the  degree  to  which  the  consumer's 
rights  will  be  protected.  In  our  opinion,  the  Commission's  proposal,  in  its  present 
form,  is  fatally  defective  on  this  point.  While  the  Judge's  proposal  is  more  sensi- 
tive on  this  crucial  matter,  it  falls  short  of  securing  consumer  rights. 

The  Commission  pr(n"ides  for  the  processing  of  the  consumer  debtor  through 
an  administrative  process  wliich  will  counsel  the  debtor,  gather  all  relevant  in- 
formation, determine  the  debtor's  claims  for  exempt  property,  and  its  value, 
determine  the  validity  of  the  creditor's  claims,  and  finally,  determine  initially 
whether  a  discharge  should  be  granted  or  whether  a  plan  should  be  confirmed. 
Thruughout  this  proceeding,  the  Bankruptcy  Administration  does  not  require  oi' 
provide  for  representation  of  the  debtor.  The  single  administrative  process  will 
gather  data,  consider  the  data  and  make  crucial  determinations  while  performing 
several  roles,  none  of  which  include  even  serving  the  best  interests  of  the  debtor 
let  alone  protecting  the  rights  of  the  debtor. 

The  conflicts  and  potential  for  abuse  are  staggering.  One  must  assume  that  the 
Cummission  expected  the  administrator  to  separate  his  functions  so  as  to  avoid 
the  most  obvious  of  the  conflicts.  Thus,  the  question  is  wiiether  any  internal 
organization  of  the  administrator's  functions  under  the  Commission's  proposal 
can  provide  adequate  protection  of  the  consumer's  interests  and  rights.  Of  course, 
those  of  us  who  have  dealt  with  administrators  and  administrative  agencies  will 
have  to  be  convinced  that  the  machinery  will  be  responsive  and  will  safeguard 
the  rights  of  the  consumer.  That  will  be  a  substantial  task  for  proponents  of 
administrative  machinery.  It  is  conceivable  that  a  procedure  could  be  fashioned 
after  the  Administrative  Procedure  Act  with  internal  administrative  devices  to 
avoid  coutlicting  roles  being  delegated  to  a  single  official. 

The  National  Consumer  Law  Center  believes  that  this  Committee  ought  not 
to  allow  such  an  important  matter  to  be  left  to  the  administrative  process  without 
statutory  guidelines.  The  minimum  safeguards  must  include  a  separation  of  the 
gatliering  of  sensitive  client  information  from  the  process  whicli  considers  and 
determines  the  disposition  of  the  consumer's  case.  And,  since  the  Bankruptcy 
Administration  cannot  do  something  for  the  consumer  without  doing  something 
to  the  consumer,  the  consumer  must  have  independent  counseling  on  his  rights 
and  the  consequences  of  any  choices  he  might  make. 

The  National  Consumer  Law  Center  does  not  believe  that  the  Bankruptcy 
Administration  can  achieve  these  important  objectives  without  a  complete  sepa- 
rate office  for  representation  of  the  debtors.  Such  an  office  would  have  to  be  under 
strong  statutory  and  administrative  restrictions  to  prevent  conflicts  and  abuse. 
Thus,  if  the  Commission's  administrative  scheme  is  to  be  implemented,  major 
additions  to  the  statute  are  necessary  to  secure  the  riglits  of  the  debtor. 

The  Judges'  bill  addressed  this  problem  by  limiting  the  function  of  the  Bank- 
ruptcy Administration  to  purely  ministerial  matters  and  by  requiring  that  the 
debtor  be  referred  to  an  attorney  for  necessary  counseling  and  presumably  repre- 
sentation throughout  the  process.  Assuming  the  availabilit.v  of  counsel  in  every 
case,  including  the  "no  asset"  cases,  this  proposal  is  certainly  superior  to  that 
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of  the  Commission.  However,  the  National  Consumtr  Law  Center  does  nut  take 
liif  posit  ion  that  an  attorney  is  re<iiured  in  every  case  or  lliat  only  attoriieys  can 
l»ertonn  the  coiniseling  re(iuired  in  the  non-judicial  areas  of  the  process.  Nor  are 
we  salislicd  ilial  tln'  Jnd,u,vs'  l)ill  assures  that  the  delildr  will  have  representation. 

It  is  our  ijusilion  that  the  delitor  is  niininially  entitled  to  independent  counsel 
.Hid  representation.  To  the  extent  tliat  such  counseling  and  representation  can 
Im'  adci|uately  perfiu'nied  l)y  paraprofessionals,  we  see  no  reason  to  statutorily  re- 
(|iiirc  tliat  an  attorney  be  involved.  In  the  framework  of  the  Judges'  proposal, 
u  liicli  envisons  oidy  judicial  nianageiuent  <>f  the  case,  it  may  l)e  tliar  tlie  liaidv- 
rupicy  cdurt  will  admil  only  law.vers  to  practice;  if  that  is  the  case,  the  lawyer 
will  he  required  for  some  purposes.  But  if  the  essence  of  the  Conmu^si.in's  i)ri)- 
posal — administrative  management — is  retained,  the  Bankruptcy  Adnnnistration 
should  seriously  cunsider  the  admission  of  (pialihed  non-lawyers. 

In  those  cases  or  matters  whicli  reipiire  legal  representation  and  lawyers  are 
re(|uired.  the  statute  ought  lo  provide  fur  such  coiuisel.  The  Judges*  hill  provides 
\'<>y  ,1  refeii-al  to  private  counsel,  including  legal  .services  organizations.  But  the 
st;,tule  is  <ilent  on  how  counsel  will  he  provided,  if  at  all.  in  tho.se  cases  where 
ihr  d(  ht(ir  cannot  afford  to  obtain  private  coun.sel  and  there  are  no  sul)sidized 
!eg;il  services  av;iilaMe.  It  is  ju'ediclable  that  under  the  Judges'  proposal,  private 
counsel  will  be  at  liest  difficult  to  obtain  in  tliose  many  consumer  cases  in  whicli 
there  are  no  non-exempt  as.sets  from  which  the  attorney's  fees  can  be  paid.  It  can- 
iici  be  .assumed  that  free  legal  services  will  be  available  for  bankrupt  debtors  any 
i;i(ire  I  li.an  it  can  be  asstimed  that  such  services  are  available  for  other  legal 
lu'oblems  of  tbe  iudigetit  consumer.  Indeed,  a  recent  informal  survey  of  the 
goverinneiit  funded  legal  services  programs  indicated  that  38%  of  those  surveyed 
do  not  handle  bankruptcy  matters. 

'I'lie  National  Consumer  Law  Center  urges  that  the  Committee  include  a  statu- 
ior.\  iii.-iiidate  for  the  jirovision  of  independent  counseling  and  representation  of 
consumers  for  those  debtors  who  are  without  resources  for  such  services.  There 
are  a  variety  of  ways  in  which  this  miglit  lie  done  and  it  may  well  be  that  local 
resources  may  make  one  vray  superior  to  another  in  that  locale.  Therefore,  we 
t.ike  no  jxisiiion  on  the  means  l>y  which  .such  services  are  provided. 

III.   PROCESSING   THE  BANKRUPTCY  CASE 

111  our  initial  discussion,  we  stressed  the  need  for  distinct,  separate  statutory 
Ireatment  for  the  consumer  bankruptcy.  Given  the  two  proposals  before  this 
("onimittee,  some  more  specific  ob.servations  on  the  process  are  in  order. 

.1.  Ellf/ihiJifn  for  rcJicf 

r.oili  of  tiie  bills  }u-ovide  that  any  consumer  may  lile  a  voliuitary  petiti<in  foi- 
relief,  biu  the  Commission  excludes  self-employed  debtors  from  relief  under 
Chapter  VI.  S.  li-'iti.  J)4th  Cong.,  1st  Se.ss.  [hereinafter  S.  236]  §1-201(28).  The 
.Fudges'  bill  includes  self-employed  providers  of  personal  services  along  with  wage 
e:irners  ;imong  those  who  may  l)e  eligible  for  Chapter  VI  relief.  S.  235.  94th  Cong.. 
1st  Sess.  [licreinafler  S.  2.".."i]  S  1-201(27).  Both  lulls  exclude  farmers  from  relief 
under  Chai^ter  VT. 

The  National  Consumer  Law  Center  urges  that  the  Committee  include  self- 
employed  consumers  so  long  as  the.v  have  sufficient  regular  income  to  make  tin* 
Iti.-m  feasible.  .\s  to  tlie  problems  of  the  farmer  and  others  who  are  self-employed 
in  other  than  the  personal  service  area,  the  Committee  is  urged  to  carefully  con- 
sider fli;it  a  ui-e;it  many  consumers  earn  a  living  in  such  enterprhses,  are  more 
like  a  wage-e;!rner  consuming  unit  than  a  business  unit,  and  should  be  treated 
.■lecordingly.  It  is  diflicidt  to  see  how  the  best  interests  of  such  debtors  will  be 
served  iiialer  Cliai)ter  VII  wlien  "liquidation"  is  not  appropriate.  If  the  Com- 
mittee ereaies  a  separate  consumer  bankruptcy  as  we  have  urged,  a  definition 
of  eligiliilit.\-  oiiglit  to  .address  this  problem. 

B.  Fees  and  charf/es 

Itoth  bills  deal  with  the  problem  of  the  fees  and  charges  by  directing  the 
I'.ankruiitcy  Administration  to  promulgate  rules  estaltlishing  the  fees  providing 
for  the  sltu.alion  in  v.hich  the  debtor  is  indigent.  Both  liills  use  the  word  "ex- 
cused" in  connection  with  fees  and  charges.  S.  23G.  §  3-302 ta)  :  S.  235.  §  3-301  fbt. 
However,  the  provisions  do  not  make  it  absolutely  clear  that  tlH>  Bankruptcy 
Admitiistration  or  the  Rules  of  Ba"kruptcy  Procedure  must  permanently  (>x(use 
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payment  of  fees  in  appropriate  cases.  We  believe  tliis  was  the  intent  of  botli 
tlie  bills  before  you.  However,  we  feel  that  the  language  of  the  provisions  should 
incorporate  the  language  and  the  case  law-  developed  in  connection  with  28 
U.S.C.  §  1915  (1963)  which  provides  for  in  forma  pauperis  filings  in  the  courts 
of  the  United  states.  This  could  be  simply  achieved  by  reference  to  the  United 
States  Code. 

C.  Management  of  the  case 

The  nature  of  case  management  under  the  Coumiission's  proposal  will  depend 
upon  the  rules  adopted  by  the  Bankruptcy  Administration.  Similarly,  case  man- 
agement under  the  Judges'  bill  will  depend  upon  the  rules  of  bankruptcy  pro- 
cedure adopted  after  the  statute  is  enacted.  Since  rehabilitation  of  the  debtor 
should  be  the  primary  objective  of  the  process  we  look  at  case  management  solely 
as  a  means  to  that  end.  In  that  ct)ntext,  the  rights  of  all  concerned  are  protected 
when  iioth  the  debtor  and  creditor  have  independent  representation  and  adequate 
procedures. 

The  National  Consumer  Law  Center  believes  that  relief  should  be  tailor-made 
for  the  debtor.  Accordingly,  we  urge  the  Committee  to  provide  flexibility  in  the 
manageuient  of  cases  so  as  to  avoid  inappropriate  and  unneces.sary  steps.  The 
Commission's  proposal  sees  the  case  managed  through  an  administrative  process 
which  makes  optional  some  of  the  present  functionaries  and  procedures.  Thus, 
for  example,  the  administrator  may  play  the  role  of  trustee  in  a  given  case. 
Meetings  of  the  creditors  are  dependent  on  the  needs  of  a  case  or  the  strength 
of  feeling  among  the  creditors  in  that  case. 

The  Judges'  proposal,  on  the  other  hand,  retains  the  trustee  as  an  agent  of 
the  court  to  manage  the  case ;  meetings  of  the  creditors  are  required  in  every 
case.  The  values  and  purposes  of  the  bankruptcy  system  from  the  consumer's 
point  of  view  do  not  necessarily  require  the  functionaries  and  procedures  rigidly 
required  by  the  Judges'  bill.  The  interests  of  the  debtor  can  be  adequately  served 
by  independent  counseling  and  representation  in  conjunction  with  adequate 
administration  and  appellate  procedures.  It  does  seem  to  us  that  the  cost  of 
case  management  is  increased  when  trustees  are  statutorily  required.  Since  that 
cost  is  passed  on  to  the  debtor  v^here  possible,  we  are  concerned  that  something 
that  is  luinecessary  or  inappropriate  may  be  required  by  the  statute.  The  appoint- 
ment of  a  trustee  is  only  one  way  to  administratively  manage  a  case.  Even  under 
the  Judges"  proposal  to  retain  the  court  as  the  forum,  the  director  could  perform 
the  administrative  duties  of  a  trustee  in  many  cases.  Similarly,  meetings  of 
creditors  ought  not  to  be  required  as  a  formalistic  matter  but  rather  only  when 
they  serve  a  legitimate  purpose  in  the  context  of  a  particular  case. 

IV.   EXEMPTIONS 

A.  Relationship  to  State  laws 

The  National  Consumer  Law  Center  urged  the  Commission  to  recommend  a 
separate  federal  statute  dealing  with  exempt  property  as  a  national  minimum 
standard,  much  in  the  same  way  that  Title  III  of  the  Consumer  Credit  Protec- 
tion Act  creates  a  federal  garnishment  limitation.  15  U.S.C.A.  §  1671,  et  seq. 
(1974).  The  Commission  declined  to  make  that  recommendation  and  the  issue  is 
not  addressed  in  the  Judges'  bill.  We  urge  this  Committee  to  consider  such  a 
federal  exempt  property  statute.  Certainly  all  of  the  compelling  necessities 
which  gave  rise  to  federal  limitations  on  garnishment  are  present  with  regard 
to  other  property  of  the  debtor.  See,  15  U.S.C.A.  §1671  (1974).  And,  directly 
relevant  to  the  bankruptcy  concern  is  the  fact  that  debtors  are  given  to  bank- 
ruptcy process,  perhaps  needlessly,  by  the  harshness  or  obsolescence  of  the  state 
exempt  property  schemes.  Thus,  a  federal  exempt  property  statute,  which 
would  serve  for  bankruptcy  as  well,  would  promote  informal  economic  resolu- 
tion and  rehabilitation  without  incurring  the  expense  of  the  bankruptcy 
machinery. 

There  is  an  important  distinction  between  the  two  proposals  for  exempt 
property  before  you  in  the  bills.  The  Judges'  bill  provides  for  an  election  between 
the  Federal  exemption  in  the  bill  and  the  exemption  scheme  of  the  state  in 
which  the  debtor  resides.  It  appears  as  an  "either-or"  proposition.  In  our  view, 
the  idea  of  an  election  is  clearly  superior  to  the  Commission  proposal  for  an 
absolute  federal  exemption  allowance.  But  better  than  either  of  the  two  proposals 
is  a  federal  minimum  standard  which  allows  the  states  to  provide  for  specific, 
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superior  provisions  as  they  see  fit  in  light  of  local  needs.  Not  only  is  there  no 
need  for  monolithic  treatment  in  this  area  but  uniformity  translated  into  flat 
rate  allowances  which  fail  to  account  for  the  dramatic  economic  differences 
between  costs  in  dillerent  i)arts  of  the  country  is  counterproductive.  .Sufficient 
uniformity  could  be  provided  by  adoption  of  our  proposal,  which  I  will  discuss 
in  a  moment,  for  a  demonstrated  need  standard. 

The  National  Consumer  Law  Center  urges  that  the  Committee  make  the 
exemption  scheme  in  the  statute  a  federal  minimum  standard  applicable  in  all 
proceedings  involving  exempt  property  and  expressly  provide  for  a  state  option 
to  make  specific  allowances  in  excess  of  that  in  the  federal  schedule. 

B.   Exempt  property  scheme 

The  concept  of  exempt  property  is  fundamental  to  the  achievement  of  debtor 
rehabilitation.  The  theory  behind  placing  property  beyond  the  reach  of  the 
creditors  is  founded  on  a  policy  of  humane  treatment  of  debtors  in  distress  and 
a  desire  to  afford  the  debtor  with  an  opportunity  to  obtain  a  fresh  economic 
start.  The  present  act  has  failed  to  achieve  either  objective  because  of  the 
inadequacy  of  the  approach  to  exempt  property. 

In  light  of  the  nearly  universal  condemnation  of  the  present  exempt  property 
scheme,  substantial  revision  in  the  approach  and  the  scheme  might  have  been 
expected  in  the  proposals  for  reform.  But  the  proposals  before  you  have  I'e- 
sponded  to  only  a  few  of  the  criticisms ;  basically,  the  proposals  have  modernized 
the  property  schedules  and  added  a  periodic  adjustment  to  the  dollar  amounts. 
As  a  result,  many  of  the  serious  deficiencies  of  the  present  system  are 
peri)etuated. 

We  submit  that  the  exempt  property  scheme  must  relate  directly  to  the 
rehabilitation  of  the  debtor  by  assuring  that  the  debtor  start  from  at  least  a 
minimum  standard  of  living.  That  minimum  standard  cannot,  in  any  event,  fall 
below  the  demonstrable  needs  of  the  debtor.  To  leave  the  debtor  with  less  will 
make  rehabilitation  more  difficult,  if  not  impossible,  since  the  debtor  will  have 
to  get  his  "fresh  start"  from  a  markedly  disadvantageous  position.  And,  to 
leave  the  debtor  with  less  than  is  minimally  necessary  is  less  than  humane  and 
not  in  the  best  interest  of  society. 

We  therefore  submit  that  the  approach  to  exempt  property  should  be  tailor- 
made  to  the  needs  of  the  debtor  using  a  minimum  standard  of  living  as  a  "floor" 
for  allowances.  A  set  of  guidelines  should  be  developed  for  categories  of  debtors 
living  in  various  parts  of  the  country,  taking  into  account  the  number  of  de- 
pendents in  the  debtor's  family.  The  Bankruptcy  Administration  could  develop 
these  guidelines  on  a  local  basis  by  using,  as  a  starting  point,  property  falling 
within  the  following  categories:  (1)  shelter;  (2)  property  necessary  to  sustain 
life;  (3)  property  required  to  produce  sustenance:  and  (4)  funds  for  emer- 
gencies. The  aggregate  value  of  property  in  these  categories  would  become  the 
basic  family  allowance.  In  addition,  the  debtor  should  be  permitted  specialized 
property  for  the  family's  health  needs,  a  homestead  exemption,  accrued  fringe 
benefits  of  employment,  maintenance  of  pension  or  retirement  funds  and  catas- 
trophe plans  siich  as  life  insurance,  and  recoveries  for  injuries  to  the  person. 

Equally  as  important  as  the  categories  of  property  is  the  administration  of 
the  exempt  property  scheme.  The  critical  feature  of  the  administration  must  be 
flexibility  in  responding  to  the  specific  needs  of  the  debtor.  The  fatal  flaw  in  the 
proposals  before  you  is  the  rigidity  produced  by  the  dollar  limitation  on  proti- 
erty  categories  and  the  denial  of  free  choice  to  the  debtor  as  to  property  needed. 
The  consumer  must  be  free  to  choose  the  property  which  corresponds  with  the 
needs  of  his  economic  unit.  In  some  cases  the  consumer's  car  may  be  the  most 
important  item  of  property  because  it  is  absolutely  necessary  to  get  him  to 
his  job.  To  another  consumer,  the  car  may  be  nothing  more  than  a  luxury. 
When  categories  are  combined  with  rigid  dollar  amounts,  the  consumer  may 
be  given  allowances  he  neither  wants  nor  needs,  while  he  is  denied  truly  es- 
sential property. 

The  argument  most  frequently  raised  in  objection  to  the  approach  suggested 
is  that  it  cannot  be  easily  administered.  We  submit  that  a  reasonably  facile 
means  exists  to  produce  the  desired  flexibility.  Using  local  guidelines  to  be 
developed  by  the  Bankruptcy  Administration  and  the  categorical  allowances 
in  additional  property,  a  presumption  would  be  recognized  that  tlie  debtor  is 
entitled  to  those  exemptions.  Any  party  challenging  the  presumption  would  be 
required  to  show  that  the  presumption  is  inappropriate  to  the  particular  case. 
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For  example,  debtors  believing  that  they  require  additional  property  would  have 
to  show  that  such  property  is  "necessary"  and  creditors  could  challenge  the 
presumption  by  showing  that  the  guideline  was  unduly  generous  to  the  debtor. 

The  use  of  the  guidelines  developed  on  a  local  or  regional  basis  coupled  with 
the  ability  of  the  debtor  to  seek  additional  property  on  a  "necessity"  basis  would 
make  it  possible  to  shape  the  exemption  to  the  particular  debtor.  Local  costs  of 
living,  the  size  of  the  debtor's  family,  and  other  variables  which  influence  the 
minimum  standard  of  living  could  be  taken  into  account. 

The  National  Consumer  Law  Center  urges  the  adoption  of  a  flexible  property 
scheme  capable  of  responding  to  the  primary  objective  of  the  process— rehabilita- 
tion of  the  debtor.  Neither  of  the  proposals  presently  under  consideration  achieves 
that  objective. 

C.     The  homestead  exemption 

The  debtor's  homestead  is  specialized  property  which  requires  special  consid- 
eration. Unlike  business  property,  the  "homestead"  is  a  collection  of  interests 
which  are  not  necessarily  convertible  to  a  dollar  value.  It  is  very  likely  that 
the  principal  property  interests  of  the  debtor  are  possession  and  use  and  not  a 
monetary  allowance  definable  as  equity  interests. 

The  only  debtor  interest  taken  into  account  in  the  two  proposals  is  the  mone- 
tary value  of  the  debtor's  equity.  The  interest  of  the  creditor's  security  is  senior 
to  even  that  equity  interest.  If  traditional  foreclosure  proceedings  are  allowed 
to  operate,  even  that  equity  interest  can  be  substantially  diminished  or  elimi- 
nated. Even  if  the  debtor's  equity  could  be  realized  dollar  for  dollar,  the  debtor 
will  most  likely  not  be  able  to  reconvert  it  into  an  interest  in  another  homestead 
given  the  practicalities  of  the  housing  market,  depressed  by  years  of  inadequate 
starts  and  limited  by  inadequate  rental  units. 

The  barrier  to  reasonable  treatment  of  the  debtor's  interest  in  use  and  posses- 
sion of  the  homestead  is  the  interest  of  secured  creditors  in  the  property  itself 
and  the  interest  of  creditors  generally  in  any  equity  which  is  convertible  to 
dollars  only  by  disposing  of  the  homestead.  The  debtor's  limited  interest  is 
frustrated  to  a  great  extent,  if  not  completely,  when  the  creditors  can  force  an 
irrational  and  uneconomical  choice  on  the  debtor. 

The  nature  of  the  homestead  requires  careful  consideration.  First,  it  is  clear 
that  the  allowances  for  homestead  equities  in  the  proposals  are  out  of  touch 
with  the  realities  of  the  market.  The  disparity  is  indicated  by  comparing  the 
recent  adjustments  in  the  National  Housing  Act  for  insured  mortgages,  which 
recognize  the  dramatic  changes  in  housing  costs  since  1968  when  those  levels 
were  last  set.  For  example,  insured  mortgages  were  increased  from  $30,000  to 
.$45,000  for  a  single  family  residence.  See  e.g.,  12  U.S.C.A.  §  170U(b)  (2)  (Supp. 
1975).  The  proposals  for  homestead  exemptions  before  you  are  so  inadequate  as 
to  be  nearly  meaningless  as  a  protection  of  the  debtor's  use  and  possession. 
Second,  the  ability  of  the  process  to  respond  is  so  restricted  as  to  be  at  the 
mercy  of  the  secured  party.  At  the  very  least,  the  bankruptcy  process  ought  to  be 
able  to  order  a  moratorium  on  foreclosure  and,  when  necessary,  on  i)ayments. 

The  problems  in  home  financing  may  dictate  that  some  very  unique  creditor 
interests  are  at  stake.  If  security  interest  in  homesteads  require  some  special 
treatment,  we  submit  that  creditors  can  petition  for  that  treatment  under  the 
circumstances  that  give  rise  to  that  need.  Payments  on  interest  might  be  con- 
tinued during  a  moratorium  on  payments  to  the  principal.  Until  the  value  of 
the  collateral  is  threatened,  no  real  harm  is  done  to  the  secured  party. 

The  National  Consumer  Law  Center  urges  that  the  Committee  protect  the  real 
value  of  the  homestead  and  not  merely  the  dollar  value  of  the  debtor's  equity. 
If  this  approach  is  too  open-ended,  we  suggest  the  adoption  of  the  levels  in  the 
federally  insured  housing  programs  as  the  limit  on  the  homestead  exemptions. 
We  further  urge  that  the  powers  of  the  bankruptcy  process  to  deal  with  security 
interests  in  the  debtor's  residence  be  broadened  to  allow  maximum  flexibility. 

F.  Security  interests 

Security  interests  play  a  major  role  in  the  world  of  consumer  f redit.  Creditors 
routinely  require  security  agreements  and  go  so  far  as  to  involve  complicatetl 
cross-collateral  arrangements  which  encumber  not  just  goods  sold  in  a  given 
transaction,  but  "all  household  goods,"  future  advances  and  after-acquired 
property. 

The  ubiquitous  nature  of  the  security  d«>vice  makes  it  essential  that  the 
clash  between  exempt  property  and  the  security  agreement  be  dealt  with  firmly. 
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To  do  otherwise  will  reduce  exempt  property  allowances  to  a  meaningless  recita- 
tion. Rehabilitation  will  be  virtually  impossible  if  the  consumer  is  forced, 
in  the  immediate  post-bankruptcy  period,  to  replace  the  essential  property  taken 
to  satisfy  security  interests.  There  will  be  no  fresh  start  as  a  result  of  bank- 
rui)tcy ;  indeed,  if  there  is  a  fresh  start,  it  will  be  in  spite  of  bankruptcy  rather 
than  because  of  it. 

The  present  proposals  provide  protection  for  exempt  proiierty  only  in  the 
case  of  non-purchase  money  interests  in  wearing  apparel,  household  goods  and 
health  aids.  Other  security  interests  are  senior  to  the  debtor's  exempt  property 
claim.  Both  bills  looks  to  the  debtor's  right  to  redeem  exempt  property  for  the 
lesser  of  either  the  fair  market  value  or  the  amount  of  the  secured  party's 
claim,  as  the  safety  valve  for  this  problem.  As  desirable  as  that  right  may 
be  tor  debtors  with  some  capacity  to  make  such  payments,  it  fails  completely 
for  debtors  who  can  barely  afford  food  and  shelter.  Ironically,  it  is  precisely 
those  debtors  who  need  the  full  protection  of  the  exempt  prn))erty  provisions. 

We  submit  that  the  exempt  property  claim  ought  to  be  free  from  diminution 
by  security  interest  claims.  Security  interests  may  well  l)e  relevant  to  contests 
between  creditors  for  the  collateral  or  for  the  non-exempt  property  of  the  estate, 
but  there  is  no  sound  reason  to  permit  secured  creditors  to  defeat  the  only 
legitimate  objective  of  liankruptcy-debtor  rehabilitation. 

The  Commission  and  the  Judges  declined  to  limit  the  enforceability  of  security 
interests  beyond  the  provisions  for  wearing  apparel,  household  goods  and  health 
aids.  The  Commission  speculated  that  the  cost  and  availability  of  credit  would 
be  severely  affected  if  greater  restrictions  were  placed  on  security  interests.  But, 
the  National  Commission  on  Consumer  Finance  studied  the  area  and  recom- 
mended that  only  purchase  money  security  interests  be  enforceable  against 
exempt  property.  See  Consumer  Credit  In  The  United  States,  pp.  xvii-xviii  and 
37  (1972).  The  National  Conference  of  Commissioners  on  Uniform  State  Laws 
promulgated  a  1974  version  of  the  Uniform  Consumer  Credit  Code  [hereinafter 
UCCC]  which  prohibits  the  taking  of  a  non-purchase  money  security  interest  in 
goods  or  services  valued  at  less  than  .$300  or  in  land  where  the  transaction  involved 
less  than  $1000.  UCCC  §  3.301.  The  UCCC  also  makes  exempt  property  free  from 
claims  of  non-purchase  money  interests  other  than  interests  in  an  automobile. 
UCCC  §  5.116.  The  Model  Consumer  Credit  Act  prohibits  security  interest  in 
consumer  goods  such  as  personal  effects,  household  furnishings,  appliances  and 
clothing,  and  permits  only  purchase  money  interests  in  other  goods  or  services 
when  the  debt  is  .$500  or  jnore.  Security  interests  in  land  are  limited  to  purchase 
money  interests  and  advances  for  improvements  valued  at  .$3000  or  more.  §  2.411. 

The  statutory  i)roposals  just  mentioned  regulate  routine  consumer  transactions 
and  do  not  invoke  the  special  concerns  of  the  bankruptcy  process.  Yet  the  two 
bills  before  you  declined  to  go  even  as  far  as  those  general  regulatory  provisions. 
We  submit  that  the  concerns  in  bankruptcy  mandate  that  security  interests  be 
more  severely  limited  than  is  proposed  for  routine  transactions. 

The  Commission  suggested  that  cost  and  availability  of  credit  justified  its  re- 
luctance to  restrict  security  beyond  limitations  on  waivers  and  the  right  of  redemji- 
tion.  Although  we  are  not  in  a  position  to  present  data  to  substantiate  our  posi- 
tion, neither  are  we  aware  of  any  careful  studies  by  the  Commission  or  anyone 
else  which  measure  costs. 

We  do  not  suggest  that  there  are  no  costs  attendant  to  the  proposal  to  make 
■exempt  property  senior  to  security  interest  claims.  Certainly,  the  impact  on  a 
specific  creditor  may  be  great.  But  this  is  no  less  so  far  the  unsecured  creditor 
whose  interest  is  clearly  junior  to  the  claim  of  exempt  property.  The  costs  and 
availability  of  unsecured  credit  ought  to  be  of  equal  concern  in  bankruptcy.  The 
facts,  taken  more  broadly,  show  that  the  amount  of  consumer  debt  which  be- 
comes micollectible  is  relatively  insignificant.  See  First  National  Bank  of  Chi- 
cago, "Ratios  of  the  Installment  Sales  Finance  Companies  and  the  Consumer 
Finance  Companies."  The  ratio  of  repossession  to  net  worth  of  installment  sales 
contract  for  the  year  ending  June  30,  1974  was  less  than  one  percent  (.95%).  A 
denial  of  recovery  in  bankruptcy  to  all  of  those  creditors  even  if  all  those 
consumers  had  filed  would  not  be  overwhelming  to  the  industry. 

Where  non-exempt  property  is  involved,  we  submit  the  security  interest  should 
be  given  only  limited  recognition.  The  debtor  who  seeks  relief  through  "liquida- 
tion" will  be  unaffected  by  the  policy  decisions  on  this  point.  But  for  payment 
plans,  the  reasoning  which  supports  the  consumer  reform  proposals  for  routine 
transactions  seems  at  least  as  applicable  to  bankruptcy.  If  the  creditors  are 
aware  that  certain  property  will  be  beyond  their  reach,  it  is  likely  that  the  deter- 
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minatiou  of  creditworthiness  will  be  more  rational,  since  it  wull  focus  on  tlie 
ability  to  repay  rather  than  the  creditor's  "legal  right'"  to  bail  out  aud  take  the 
parachutes  witii  hiiu. 

When  security  interests  are  recognized  in  bankruptcy,  the  process  should 
have  maximum  flexibility  in  dealing  with  the  collateral  subject  to  those  inter- 
ests. A  moratorium  on  foreclosure,  orders  regulating  payments  aud  cure  for 
defaults,  and  such  other  orders  as  are  required  to  achieve  the  rehabilitation 
of  the  debtor  ought  to  be  authorized  by  statute. 

We  recommend  that  only  purchase  money  security  interests  in  non-exempt 
goods  and  services  having  a  value  of  $500  or  more  and  purchase  money  or  ad- 
vances for  improvements-to  land  valued  at  $3000  or  more  at  the  time  of  the 
filing  of  the  petition  should  be  recognized  in  bankruptcy.  This  proposal  is  taken 
from  the  Model  Consumer  Credit  Act  which  is  a  general  regulatory  proposal 
for  consumer  transactions.  There  is  no  apparent  reason  to  treat  security  inter- 
ests in  non-exempt  property  any  less  restrictively  than  similar  interests  are 
treated  outside  bankruptcy. 

We  submit  that  deficiency  judgment  claims  should  be  eliminated.  When  the 
security  interest  is  recognized  in  bankruptcy,  the  holder  of  that  interest  ought 
to  be  given  an  election  to  take  the  collateral  or  the  value  of  the  claim,  but  not 
both.  The  Commission  and  the  Judges  have  once  again  ignored  the  developments 
in  consumer  reforms  which  severely  limit  deficiency  claims.  The  UCCC  prohibits 
deficiency  claims  in  transactions  involving  a  cash  .sale  price  of  $1750  or  less. 
§  5.103(1).  The  National  Consumer  Act  prohibits  such  claims  unless  the  unpaid 
balance  at  the  time  of  default  was  $2000  or  more.  §5.211(1).  And  tbe  Model 
Consumer  Credit  Act  prohibits  deficiency  claims  altogether. 

Those  proposals  for  statutory  reform  of  routine  creditor-debtor  relations  are 
more  restrictive  than  either  of  the  proposals  under  consideration.  The  special 
needs  of  bankruptcy  merit  going  well  beyond  the  weakest  of  those  proposals. 
We  urge  the  Committee  to  eliminate  deficiency  claims  by  requiring  secured 
parties  to  elect  the  collateral  or  the  claim. 

In  summary,  the  National  Consumer  Law  Center  recommends  that  all  se- 
curity interests  be  unenforceable  against  exempt  property,  that  only  purchase 
money  security  interests  in  non-exempt  goods  valued  at  $-500  or  more  and 
purchase  money  interests  in  land  valued  at  $3000  or  more  be  recognized,  and 
that  security  interest  holders  be  required  to  elect  between  the  collateral  and 
the  value  of  their  claim.  We  believe  the  objectives  of  rehabilitation  and  equitable 
distribution  of  the  estate  are  fully  served  by  this  proposal. 

VI.  Dlficliaryeahllity 

Ultimate  relief  for  the  debtor  in  bankruptcy  comes  from  the  realization  of  the 
objective  of  the  process — restoration  of  the  viability  of  the  economic  unit.  Dis- 
charge is  a  means  to  that  end.  Therefore,  the  situations  which  merit  exception 
from  the  relief  given  the  debtor  must  be  extraordinary  in  nature  and  based  on 
compelling  rationale.  Regrettably,  the  exceptions  in  the  proposals  before  you  do 
not  fully  satisfy  those  requirements. 

One  of  the  special  interests  to  which  both  proposals  continue  to  grant  favored 
status  is  the  interest  of  state  and  federal  governments  in  tax  obligations.  To  some 
extent,  permitting  a  tax  lien  to  survive  a  discharge  may  be  a  function  of  the 
confusion  of  business  and  consumer  bankruptcies.  Adoption  of  our  proposal  to  set 
up  a  separate  consumer  bankruptcy  system  would  eliminate  the  pressure  of 
commercial  considerations  on  the  general  policy  of  dischargeability  and  would 
highlight  the  arbitrariness  of  maintaining  an  exemption  for  tax  liens,  albeit  one 
with  a  throw-back  reduced  from  three  years  to  one.  The  revenue  concerns  of 
federal  and  state  governments  are  no  more  compelling  than  the  claims  of  credit- 
ors :  indeed,  the  anomaly  of  exempting  governmental  claims  from  discharge  while 
extinguishing  those  of  private  creditors  seems  particularly  striking.  Moreover,  the 
government  as  well  as  private  creditors  should  share  the  burdens  of  consumer 
rehitbilitarion.  But  even  granting  tlie  importance  of  governmental  interests,  it  is 
clear  that  survival  of  tax  obligations  can  sevei'ely  frustrate  the  ability  of  a  con- 
sumer debtor  to  achieve  a  fresh  start.  Therefore,  the  National  Consumer  Law 
Center  urges  this  Committee  to  make  such  debts  completely  dischargeable  in 
consumer  cases. 

The  present  bankruptcy  statute  exempts  from  discharge  debts  incurred  through 
fraud.  The  Judges'  1)ill.  S.  235,  would  continue  this  exemption  while  the  Com- 
mission's proposal,  S.  236,  adhering  to  the  basic  policy  considerations  of  bank- 
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ruptcy  relief,  would  make  such  debts  dischargeable.  AVe  believe  that  the  Com- 
mission's position  is  correct  and  urge  this  Committee  to  adopt  it. 

The  fundamental  policy  considerations  underlying  bankruptcy  relief  offer  no 
.justification  for  affording  preferential  treatment  to  creditors  injured  by  fraud.  In 
fact,  the  exemption  of  such  debts  from  a  discharge  is  directly  contradictory  to  the 
hasic  purposes  of  bankruptcy  relief.  Further,  in  the  case  of  debts  induced  by 
■fraud,  adequate  alternative  remedies  under  the  civil  and  criminal  laws  are 
available  to  injured  creditors.  There  is  no  need  to  ."sacrifice  the  basic  policies  of 
the  bankruptcy  process  in  order  to  incorporate  inconsistent  concerns  of  the 
criminal  and  civil  law. 

Adoption  of  the  Commission's  position  would  also  eliminate  the  administrative 
difficulties  associated  with  the  current  statute's  treatment  of  false  financial  state- 
ment.'^.  As  this  Committee  is  well  aware,  determining  whether  a  financial  state- 
ment is  intentionally  falsified  in  a  material  way  and  was,  in  fact,  justifialdy 
relied  upon  by  the  creditor  is  difficult  despite  the  procedural  improvements 
embodied  in  the  1070  amendments  to  the  Bankruptcy  Act.  That  creditors  are 
continuing  to  abuse  consumers  by  encoura.ging  the  submission  of  incomplete 
financial  statements  is  demonstrated  by  the  responses  of  legal  services  lawyers  to 
a  recent  survey  the  National  Consumer  Law  Center  conducted.  Our  survey  is  not 
scientific  and  does  not  represent  a  statistically  valid  sampling  of  consumer 
bankruptcy  practice.  However.  400  questionnaires  were  sent  to  legal  services 
programs  throughout  the  country.  Of  the  147  responses  received,  62%  were  from 
legal  services  programs  which  handle  bankruptcy  eases.  Our  respondents  indi- 
cated that  they  had  handled  3.0r)9  cases  since  1070  and  that  creditor  claims  of 
non-dischavgeability  based  on  false  financial  statements  were  present  in  14.7% 
of  the  cases  and  were  considered  unfounded  in  03%  of  those  cases.  Of  those 
responding  to  our  inquiry  concerning  the  current  statute's  provisions  dealing 
with  false  financial  statements,  42%  stated  that  they  were  inadequate.  The  list 
of  specific  inadequacies  has  been  enumerated  many  times  before,  most  recently 
in  connection  with  the  1970  amendments  to  the  Act  and  our  statement  to  the 
Commission  in  1072.  Legal  services  lawyers  report  that  creditors  have  instructed 
debtors  not  to  list  all  their  debts  on  the  financial  statements  and  that  courts  have 
too  frequently  construed  "intent  to  deceive"  from  the  submission  of  incomplete 
financial  statements. 

Modem  consumer  credit  transactions  are  rarely  ba.sed  soley  upon  a  consumer's 
statement  of  financial  status.  Credit  checks  and  reports  from  consumer  credit 
reported  agencies  are  available  in  the  overwhelming  number  of  cases,  and 
creditors  generally  rely  upon  these  independent  sources  of  credit  information, 
not  upon  the  inhei'ently  less  exact  recollections  of  consumers  set  out  in  credit 
applications.  Therefore,  the  National  Consumer  Law  Center  urges  this  Committee 
to  adopt  the  Commission's  position  and  make  allegations  of  fraud  and  false 
financial  statements  irrevelant  to  the  availability  of  a  discharge  on  that  deltt. 
The  current  banlcruptcy  statute  also  exempts  from  a  discharge  debts  related 
to  child  support  obligations  and  marital  property  settlements.  Both  the  Judges' 
bill,  S.  2.35,  and  the  Commission's  proposal,  S.  23G,  would  continue  this  exemption, 
but  the  .Tudge.s'  provision  in  §  4-506(a)  (6)  is  narrower  than  that  contained  in 
S.  236.  Unfortunately,  neither  bill  clearly  states  that  this  exception  to  discharge 
does  not  extend  to  state  welfare  department  liens.  Our  view,  consistent  with  our 
stance  on  tax  liens,  is  that  the  exemption  should  be  a  narrow  one  and  benefit 
only  the  expressed  beneficaries,  not  governmental  entitles  like  welfare  depart- 
ments. We  do  not  believe  that  either  the  Commission  or  the  Judges  intended  that 
persons  other  than  a  spouse  and  children  of  a  debtor  should  be  granted  privileged 
status  imder  this  provision.  Therefore,  we  iirge  the  adoption  of  the  position  of  the 
Judges'  bill  and  redrafting  of  its  language  to  make  certain  tliat  the  intended  result 
is  achieved. 

Finally,  both  the  Judges'  bill,  S.  235  and  the  Commission's  proposal,  S.  236, 
would  add  a  new  exemption  to  the  set  of  non-dischargeable  debts :  educational 
debts,  defined  as  obligations  to  "non-profit  educational  institutions"  or  debts 
guaranteed  by  the  United  States,  a  state,  or  a  nonprofit  charitable  institution, 
would  be  exempt  from  a  bankruptcy  discharge.  The  policies  thought  to  justify 
this  special  treatment  of  student  loans  seem  particularly  unpersuasive  and, 
of  course,  are  in  head-on  conflict  with  the  basic  pui-poses  of  bankruptcy  relief. 
Further,  the  proposed  new  exemption  is  conceptually  anomalous  on  two  levels. 
First,  it  accords  preferential  treatment  to  a  class  of  creditors  generally  indistin- 
guishable from  similarly  situated  private  parties.  Second,  the  scope  of  the  exemp- 
tion extends  beyond  that  granted  tax  liens  and  other  primary  obligations  of  the 


315 

federal  aucl  state  goverunieuts.  But  perhaps  the  most  troublesome  aspect  of  the 
proposed  exemption  is  the  favored  treatment  it  would  extend,  through  its  defini- 
tion of  "educational  debt,"  to  a  variety  of  questionable  educational  operations. 
This  Committee  may  be  aware  that  the  Federal  Trade  Commission  has  recently 
conducted  a  national  investigation  into  the  abuses  of  vocational  schools,  many 
of  which  have  been  able  to  obtain  tlie  '"approval"  of  the  state  and  federal  govern- 
ment for  the  purpose  of  qualifying  for  loan  guarantees.  No  justification  exists  for 
extending  preferential  treatment  to  such  operations. 

The  National  Consumer  Law  Center  recommends  that  the  present  set  of  ex- 
emptions to  discharge  not  be  enlarged  by  granting  a  new  exemption  to  educational 
institutions,  many  of  which  are  of  uncertain  quality  and  which  engage  in  abusive 
practices.  At  the  very  least,  the  definition  of  "educational  debt"  should  be 
narrowed  to  exclude  vocational  schools  from  the  privileged  status  proposed  for 
this  class  of  private  creditors. 

Exemptions  to  discharge  are  in  derogation  of  the  fundamental  policies  of 
bankruptcy  legislation.  The  National  Consumer  Law  Center  submits  that  neither 
of  the  two  proposals  before  this  Committee  strikes  the  appropriate  balance  be- 
tween the  need  to  rehabilitate  consumer  debtors  and  the  limited  set  of  financial 
obligations  which,  for  policy  reasons,  merit  exemptions  from  discharge.  A  sepa- 
rate procedure  for  handling  consumer  bankruptcies  with  the  much  more  limited 
exemptions  to  discharge  we  have  suggested  would,  in  our  view,  better  serve  the 
public  interest  than  either  S.  235  or  S.  236. 

VII.    REAFFIEMATIONS 

Both  bills  have  adopted  provisions  which  prohibit  reaffirmation  of  certain 
debts  subsequent  to  the  discharge  in  bankruptcy.  The  discharge,  as  proposed, 
will  act  as  a  complete  elimination  of  any  liability  of  any  kind  on  the  debt. 
Agreements  by  the  debtor  to  reaffirm  a  discharged  debt  are  made  unenforceable 
unless  made  in  connection  with  an  agreement  to  redeem  certain  collateral  or 
made  as  part  of  a  settlement  of  litigation  over  the  dischargeability  of  a  debt. 

The  National  Consumer  Law  Center  supports  this  provision.  In  our  informal 
survey  of  legal  services  lawyers,  reaffirmation  problems  were  found  in  28%  of 
the  cases.  The  most  frequent  complaint  was  pressure  by  and  fear  of  the  creditor ; 
21  of  31  i-espondents  cited  that  cause.  Six  respondents  cited  the  debtor's  desire 
to  retain  the  collateral  (mainly  household  furnishings  and  automobiles)  as  the 
principal  reason  for  reaffirmation.  When  asked  what  changes  in  the  present  law 
are  needed  to  protect  the  debtor  from  unwanted  reaffii'mation,  the  responses 
include  suggestions  which  evidenced  great  concern  and  fear  that  unsupervised 
reaffirmation  of  consumer  debts  would  produce  unconscionable  results.  Debtors 
should  be  able  to  make  truly  voluntary  payments  on  discharged  debts.  Debtors 
should  be  given  the  option  to  redeem  collateral  and  settle  dischargeability  dis- 
putes as  long  as  the  redemption  or  settlement  is  supervised  and  fair.  But  there  is 
no  sound  reason  to  allow  reaffirmation  of  discharged  debts  to  be  consideration 
for  future  advances  or  to  permit  creditors  to  obtain  binding  agreements  to  pay 
discharged  debts. 

VIII.    DISCHARGE    OF    COSIGNER   OBLIGATIONS 

A  common  credit  practice  in  the  consumer  area  is  to  obtain  the  obligation  of 
a  cosigner  as  security  for  the  i>erformance  of  the  debtor's  obligation.  Frequently 
the  cosigner  is  a  member  of  the  debtor's  family  such  as  a  parent,  grandparent 
or  other  close  relative. 

Often  cosigners,  especially  low  income  persons,  do  not  realize  that  by  signing, 
they  themselves  are  assuming  legal  obligation  for  the  debt.  Further,  creditors 
frequently  require  cosigners  not  as  genuine  security  for  payment  of  the  debt  but 
to  give  the  creditor  leverage  in  the  collection  process.  Cosigners  may  be  persons 
receiving  welfare  or  living  on  limited  iiensions,  persons  who  are  clearly  not  relied 
upon  because  of  their  income. 

The  use  of  cosigners  in  this  manner  permits  a  major  loophole  in  the  proposals 
dealing  with  reaffirmation.  The  provisions  against  binding  reaffirmation  will  not 
protect  the  debtor  if  the  in  terrorem  effect  of  threatened  collection  efforts  against 
the  cosigner  can  produce  "voluntary"  payments  from  the  debtor,  the  results  of 
which  can  be  the  frustration  of  the  bankruptcy  process.  The  National  Commis- 
sion on  Consumer  Finance  found  that : 

A  creditor's  reference  to  the  liability  of  a  casigner  is  often  effective  in 
inducing  the  primary  obligor  on  the  contract  to  satisfy  the  obligation  irre- 
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spective  of  the  underlying  merits  of  the  claim.  National  Commission  on 
Consumer  Finance,  Consumer  Credit  In  The  United  States,  p.  39    (1972) 

Neither  of  the  bills  before  you  deal  with  this  loophole.  They  go  no  further 
than  i>ermittiug  a  moratorium  on  collection  from  cosigners  on  that  portion  of 
the  debtor's  obligation  which  is  covered  by  a  Chapter  VI  plan.  This  is  clearly 
inadequate  to  the  problem.  The  bankruptcy  process  cannot  ignore  the  fact  that 
cosigners  are  often  not  indeix^ndent  obligors. 

The  National  Consumer  Law  Center  recommends  that  third  parties  liable  on 
a  bankrupt's  debt  be  invited  to  intervene  and,  where  appropriate,  obtain  relief 
from  that  debt.  We  recommend  that  the  cosigner  be  discharged  unless  the  creditor 
can  carry  the  burden  of  showing  actual  and  reasonable  reliance  on  the  ability 
of  the  cosigner  to  secure  performance  and  showing  that  either  the  cosigner 
intended  to  be  legally  bound  or  received  consideration  independent  of  that  run- 
ning to  the  debtor. 

The  National  Consumer  Law  Center  urges  the  Committee  to  provide  for  the 
discharge  of  obligations  of  the  cosigner  in  appropriate  cases.  The  goal  of  re- 
habilitation of  the  debtor  cannot  and  will  not  be  achieved  if  such  a  glaring 
loophole  is  not  closed.  It  is  distinctly  possible  that  cosigners  themselves  will  be 
petitioners  in  bankruptcy  in  consequential  numbers  if  creditors  adopt  the  prac- 
tice of  routinely  requiring  unwarranted  cosigners  on  consumer  debts  as  a  hedge 
against  bankruptcy.  The  Center  recommendation  would  limit  the  irrational  and 
unwarranted  use  of  such  a  device  at  modest  cost. 

IX.    CONCLUSION 

The  National  Consumer  Law  Center  believes  that  a  basic  defect  in  the  pro- 
posals before  this  Committee  is  the  failure  to  provide  clear  guidance  as  to  the 
primary  objective  of  consumer  bankruptcies.  Additionally,  we  believe  that  the 
consumer  provisions  of  the  reform  statute  should  be  set  out  in  separate  chapters 
to  avoid  confusion  in  goals  and  applicable  doctrines.  Neither  proposal  under  con- 
sideration reasonably  approaches  these  objectives. 

The  choice  before  this  Committee  of  the  proi>er  forum  for  bankruptcy  ought 
to  be  made  on  the  basis  of  the  greatest  likelihood  for  genuine  reform.  The  Na- 
tional Consumer  Law  Center  is  not  satisfied  that  either  proposal  is  inherently 
better  than  the  other.  The  problem  is  one  of  building  proper  safeguards  into  the 
statute  so  as  to  require  that  the  forum  be  responsive  to  demands  for  relief  as 
they  arise. 

The  necessary  safeguards  for  the  protection  of  the  consumer's  interest  are  not 
present  in  the  Commission  proposal  to  employ  the  administrative  process  to 
handle  cases.  This  machinery  does  not  assure  independent  counselling  and  rep- 
resentation of  debtors.  The  proposal  in  the  Judges'  bill  calls  for  the  referral  to 
attorneys  in  the  private  sector  but  fails  to  assure  that  the  consumer  will  in  fact 
be  represented.  The  National  Consumer  Law  Center  urges  that  the  Committee 
require  independent  counseling  and  representation  of  the  debtor  through  the 
most  effective  and  efficient  means  available.  It  may  be  that  paraprofessionals 
can  adequately  carry  out  some  of  the  responsibilities  in  this  area.  The  statute 
ought  not  to  arbitrarily  require  lawyers  where  they  are  not  genuinely  needed. 

The  National  Consumer  Law  Center  believes  that  the  exemption  scheme  in  the 
proposals  before  you  are  not  consistent  with  the  primary  objective  of  a  consumer 
bankruptcy — rehabilitation  of  the  debtor.  The  approach  to  exempt  property  should 
begin  with  the  development  of  guidelines  which  establish  minimum  property 
allowances  on  a  local  basis,  taking  into  account  costs  of  living  and  the  size  of  the 
debtor's  family.  The  debtor  should  be  allowed  specified  property  in  addition  to 
the  basic  allowance  and  should  be  given  the  opportunity  to  seek  additional  prop- 
erty as  exempt  if  it  can  be  demonstrated  that  he  needs  the  property  to  meet 
essential  needs.  And  the  creditor  should  be  permitted  to  challenge  claims  for 
exempt  property  as  overly  generous.  The  debtor  should  be  permitted  a  free  choice 
of  exempt  property  so  long  as  the  aggregate  value  of  the  allowable  property  does 
not  exceed  the  amount  established  in  the  guideline. 

The  National  Consumer  Law  Center  urges  that  exempt  property  be  free  from 
the  claims  of  secured  creditors  with  the  possible  exception  of  creditors  holding  an 
interest  in  the  debtor's  residence.  If  security  interests  in  the  debtor's  re.'^idence 
are  permitted  to  survive,  the  bankruptcy  process  should  have  the  power  to  con- 
trol the  foreclosure  on  that  interest  in  a  manner  that  best  protects  the  interest  of 
the  debtor  and  the  interest  of  the  process  in  rehabilitation. 

We  urge  that  the  Committee  make  the  exempt  property  scheme  a  matter  of 
federal  law  reaching  outside  the  bankruptcy  process  and  that  the  federal  law  be 
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the  minimum  standard  for  property  exemptions.  States  should  be  expressly 
authorized  to  adopt  specific  allowances  which  are  superior  to  those  permitted 
under  federal  law.  Neither  bill  reaches  the  position  urged  by  the  Center.  If  the 
Committee  limits  its  focus  to  bankruptcy,  we  urge  a  modification  of  the  proposal 
in  the  Judges'  bill ;  the  federal  standard  should  be  a  floor  with  express  authority 
to  the  states  to  offer  specific,  superior  allowances  and  provide  freedom  for  the 
debtor  to  choose  specific  property  allowances  from  either  schedule. 

The  National  Consumer  Law  Center  urges  that  the  Committee  adopt  the 
Commission's  proposal  regarding  the  dischargeability  of  debts  involving  fraud 
and  false  financial  statements.  To  allow  such  debts  to  survive  bankruptcy  is  in- 
consistent with  the  purposes  and  objectives  of  the  process.  In  addition,  there  is 
suflicient  evidence  of  creditor  abuse  of  the  false  financial  statement  provision  to 
merit  elimination  of  such  considerations  in  determining  dischargeability. 

We  urge  the  adoption  of  the  reaftirmation  provisions  which  appear  in  both 
bills  with  a  modification  for  the  liability  of  the  cosigners  on  discharged  debts. 
Cosigners  who  did  not  intend  to  be  legally  hound,  or  upon  whom  creditors  did 
not  reasonably  rely  in  extending  credit,  should  be  discharged  from  their  obliga- 
tions on  the  debts"  along  with  the  debtor  in  bankruptcy.  Creditors  should  be  re- 
quired to  bear  the  burden  of  proving  the  lial)ility  of  the  cosigner  and  the  bank- 
ruptcy court  should  have  jurisdiction  over  the  matter  when  the  cosigner 
intervenes. 

Finally,  the  Center  would  like  to  express  its  appreciation  to  the  Committee 
for  the  opportunity  to  present  its  views  on  this  matter  of  crucial  import  to  low- 
income  consumers. 

STATEMENT  OF  RICHxlRD  HESSE,  CONSULTANT,  NATIONAL  CON- 
SUMES LAW  CENTEE,  BOSTON,  MASS. ;  ACCOMPANIED  EY  EENEST 
SARAEON.  STAFF  ATTORNEY,  NATIONAL  CONSUMER  LAW  CEN- 
TER, BOSTON,  MASS. 

Mr.  Hesse.  Thank  you,  Senator. 

My  name  is  Richard  A.  Hesse,  and  with  nie  today  is  Mr.  Ernest 
Sarason,  from  the  National  Consumer  Law  Center.  Mr.  Sarason  is  a 
staff  atrorney.  I  am  appearing  here  today  as  a  consultant  for  the 
National  Consumer  Law  Center. 

I  would  like  to  briefly  state  the  interests  of  the  National  Consumer 
Law  Outer  in  this  matter. 

As  the  Senator  may  know,  we  are  a  part  of  a  legal  services  program 
Avliich  have  been  funded  by  the  Federal  Government  since  1967.  The 
National  Consiuner  Law  Center  was  funded  in  1969  and  has  con- 
tinuously operated  since  that  time,  focusing  with  some  major  em- 
phasis in  the  area  of  consumer  credit.  Quite  naturally  in  that  area, 
one  of  the  major  concerns  of  the  Consumer  Law  Center  is  the  debtor 
who  has  no  particular  legal  defense  but  is  simply  in  economic  extremes 
nnd.  therefore,  is  una[)]e  to  meet  his  obligations  when  they  become  due. 

Tliis  has  been  a  matter  of  great  concern,  since  the  center  has  been 
in  existence;  therefore,  it  is  logical  that  tlie  center  would  get  involved 
in  the  movement  to  reform  the  present  Bankruptcy  Act,  and  in  con- 
riection  witli  that  movement,  the  center  did  appear  before  the  Com- 
mission on  Bankruptcy  Laws  and  presented  a  statement  to  that 
Couunission  urging  many  of  the  same  things  which  Ave  are  urging 
that  the  committee  now  incorporate  into  its  coitcerns  for  reform. 

I  would  like  to  point  out  that  in  our  view,  the  Commission  has  done 
a  very  credible  job  of  addressing  some  of  the  problems,  although  quite 
obviously  from  our  statement,  we  are  in  strong  dissent  from  a  nmuber 
of  positions  tliey  have  taken.  Nonetheless,  we  are  aware  of  the  efforts 
of  the  Commission  and  the  efforts  of  the  Commission's  staff  and  feel 
it  appropriate  to  commend  them  for  their  work.  On  their  part,  the 


318 

judges  liavp  also  put  in  considera'ole  fiuie  and  effort,  and  we  feel  they 
are  deservino;  of  credit  as  well.  XotwithstandinjT  our  feelino-  tliat 
major  Avork  has  been  done  by  those  g'roups.  it  is  reasonably  clear  to 
us  that  not  all  of  the  concerns — indeed,  some  of  the  Consumer  Law 
Center's  most  important  concerns — have  not  l)een  addressed  by  either 
of  the  two  proposals  that  have  been  submitted  to  the  Senate  and  are 
under  review^  by  this  committee. 

Mr.  Chairman,  my  remarks  and  the  concern  of  the  National  Con- 
sumer Law  Center  will  be  limited  to  tlie  consumer  area,  and  I  am  mak- 
ino-  no  observations  Avhatsoever  about  business  bankruptcies. 

In  that  regard,  one  of  the  problems  which  we  have  observed  in  the 
operation  of  the  bankruptcy  system  is  that  fact  that  the  confusion  of 
roles  in  bankruptcy  lias  not  served  tlie  consumer  veiy  well.  By  con- 
fusion, we  mean  that  the  business  bankruptcy  and  the  consumer  bank- 
ruptcy are  handled  in  essentially  the  same  manner.  We  are  not  satisfied 
that  the  trustees  and  judges  under  the  present  system  have  been 
able  to  keep  their  eye  on  the  ball.  And  the  ball,  as  we  see  it,  is  the  re- 
habilitation of  the  consumer  as  an  economic  unit. 

And  I  think  the  dramatic  evidence  of  the  necessity  of  making  a  dis- 
tinction between  the  two  is  the  concepts  which  are  peculiar  to  business 
entities  simply  have  no  application  in  the  consumer  area.  The  most 
obvious  one  is  that  which  the  commission,  themselves,  recognized,  and 
that  was  the  fact  that  you  cannot  liquidate  a  consumer  economic  unit. 
You  may  be  able  to  liquidate  a  business,  you  may  be  able  to  dissolve 
a  corporation  or  a  small  business  enterprise,  but  there  is  no  functional 
way  to  dissolve  a  consumer  economic  unit.  And,  therefore,  even  though 
the  bankruptcy  provisions  may  call  for  immediate  discharge  of  all  the 
obligations  of  the  consumer — that  is,  the  discharge  of  legal  obligations 
of  the  consumer — that  does  not  amount  to  a  liquidation  of  that  eco- 
nomic unit  at  all,  and  that  economic  unit  is  going  to  continue  in  its 
operation  no  matter  what  the  bankruptcy  process  does. 

In  recognition  of  that,  it  seems  a}:)propriate  to  us  that  the  stress  must 
be  clearly  and  unequivocably  on  the  rehabilitation  of  that  debtor.  If 
the  bankruptcy  process  does  not  do  that,  then  the  bankruptcy  process 
is  simply  operating  as  a  debt  collection,  or  a  debt  liquidation  system. 
While  there  may  be  a  proper  role  for  that  somewhere,  in  our  view  the 
bankruptcy  process  makes  the  most  sense  operating  as  part  of  the 
economic  stability  program  in  this  countr}^ — and  that  is  the  revitaliza- 
tion  of  consumers  as  an  economic  unit. 

Senator  Bitrdtck.  Will  you  give  me  some  examples  of  what  might  be 
done  for  rehabilitating  consumer?  The  theory  has  been  expressed; 
how  would  you  do  it? 

Mr.  HessJe.  One  of  the  principal  areas  we  think  is  crucial  to  this  is 
the  treatment  of  exempt  property,  for  example. 

In  that  area,  we  realize  that  the  bankruptcy  process  cannot  pump 
resources  into  the  consumer  unit  when  thej^  are  not  there  in  the  first 
place.  Wliat  the  bankruptcy  process  can  do  is  recognize  that  exempt 
property  ought  to  be  free  from  the  claims  of  creditors  up  to  at  least 
a  minimum  standard  of  living,  so  that  the  rehabilitation  process — the 
fresh  start,  as  the  commission  calls  it — does  not  start  from  a  hole  4 
feet  deep. 

If  one  is  to  be  stripi>ed  of  property  and  left  in  a  position  where 
•  his  standard  of  living  is  clearly  subminimal,  than  the  immediate  post- 
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bankruptcy  period  will  be  marked  by  the  consumer  activity  trying 
to  regain  "a  modest  or  minimum  standard  of  living.  This  means  he 
will  have  to  replace  property  which  has  been  take  away  by  creditors. 

Therefore,  we  submit  that  it  is  appropriate  to  make  security  inter- 
ests junioi-  to  the  claim  of  exempt  property  up  to  that  minimum  stand- 
ard of  living. 

Senator  Burdick.  We  find  in  many  cases  that  the  bankrupt  has  a 
washing  machine,  a  drver,  a  stove,  automobile,  and  some  other  things, 
and  every  one  is  heavily  mortgaged.  When  you  get  through  with  his 
bankruptcy,  he  really  has  no  mrit  left  except  his  clothes  and  pieces  of 
furniture.  How  can  you  get  rid  of  the  liens;  how  can  you  wipe  out 
the  initial  sales  contract  on  the  car,  for  example?  How  do  you  do 
all  these  things  ? 

Mr.  Hesse.  The  Senator's  question  is:  Administratively,  how  can 
it  be  carried  out  ?  We  have  suggested  in  our  statement  that  it  is  possible 
that  the  bankruptcy  administration — which  both  bills  propose  be  es- 
tablished and  we  agree  that  an  administrative  office  for  bankruptcy 
should  be  established — could  work  up  categories  of  property  allow- 
ances. The  model  for  this  might  be  the  categories  within  the  Bureau 
of  Labor  Statistics'  family  budgets.  I  am  not  suggesting  that  the  family 
budget,  itself,  be  lifted  and  be  moved  over  to  bankruptcy.  AVhat  I  am 
suggesting  is  that  the  bankruptcy  administration  could  come  up  with 
a  schedule  of  property  which  relates  to  the  minimum  standard  of 
living,  area  by  area. 

Senator  Burdick.  My  question  was,  that  minimum  amount  of  prop- 
erty is  all  mortgaged. 

Mr.  Hesse.  Those  first  liens  ought  to  be  made  junior  to  the  exempt 
property  claim;  those  first  liens  ought  to  be  distinguished,  just  as 
the  claim  of  an  insecure  creditor  is  distinguished  in  the  bankruptcy 
process. 

Our  point  is  that  the  security  interest  of  a  creditor  in  exempt  prop- 
erty has  to  yield  to  the  bankruptcy  goal  of  rehabilitation  which  is 
senior  to  the  interest  of  that  creditor.  It  simply  is  one  of  the  risks  that 
creditor  has  to  run. 

Now,  I  am  mindful  of  the  fact  that  the  commission  declined  to  deal 
with  the  enforceability  of  security  iuterests  in  that  way,  and  the  Com- 
mission argued  in  its  report  and  in  its  data  that  the  cost  to  the  credit 
institutions  would  be  too  great.  We  submit  there  is  no  cost  study,  we 
do  not  claim  to  have  one.  We  recognize  that  there  is  a  cost  attached 
to  approaching  exempt  property  in  that  way.  However,  when  one 
examines  what  is  called  in  the  industry  an  uncollectable.  he  will  find 
tliat  the  ratio  of  the  uncollectables  to  the  total  amount  of  business 
which  is  done  by  the  enterprises  is  a  very  small  one.  Indeed,  this  ratio 
Avas  less  than  1  percent  in  1^71,  which  are  the  latest  figures  I  have  seen 
from  the  business  area.  In  1974  figures,  which  we  quote  in  our  state- 
ment, compiled  by  the  First  National  Bank  of  Chicago,  the  ratio  of 
repossessions  to  net  worth  of  installment  sales  contract  was  less  than 
1  percent. 

Now,  what  we  are  pointing  out  is  this :  If  each  and  every  one  of  the 
consumers  whose  property  is  repossessed  had  gone  into  bankruptcy  and 
the  creditors  had  lost  the  security  interests  as  the  result  of  the  opera- 
tion of  the  system  weare  proposing — that  is  to  say,  their  security  inter- 
ests would  have  been  junior  to  a  claim  for  exempt  property — such 
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would  not  have  been  an  unbearable  economic  burden  for  the  business 
enterjDrises.  Therefore,  the  cost  is  not  that  ijreat,  even  as  late  as  June 
of  1974. 

I  realize  that  this  represents  a  somewhat  substantial  change  in  the 
treatment  of  security  interests.  We  urge  the  committee  to  adopt  that 
position  because  it  is  essential  to  the  rehabilitation.  Rehabilitation 
cannot  occur  if  the  debtor  in  bankruptcy  is,  as  the  Senator  suggests, 
going  to  be  stripped  of  all  secured  property  and  left  with  nothing 
except  that  unmortgaged  exempt  proi)erty  or  that  property  against 
which  there  is  no  claim. 

So,  we  submit  that  it  is  absolutely  crucial  to  deal  with  the  conflict 
between  the  security  interests  of  the  creditor  and  the  exempt  property 
claim  of  the  bankrupt.  If  that  is  not  done,  tJien  rehabilitation  vrill  cer- 
tainly be  a  minor  part  of  tlie  process  and  not  the  principal  part  of  the 
process,  as  we  now  urge. 

Our  recommendation  is  to  rearrange  the  interests  of  the  secured 
creditor  and  the  interests  of  the  bankrupt  with  regard  to  the  exempt 
property.  The  exempt  property,  we  sul^mit.  is  that  property  which  is 
reouired  for  the  maintenance  of  a  minimum  standarrl  of  living. 

I  think  there  is  justification  apart  from  the  rehabilitation  goal  of 
the  process.  A  justification  can  be  found  in  the  fact  that  creditors  have 
dealt  with  consumers  based  upon  how  they  perceive  the  consumers' 
lifestyles.  If  they  understand  what  the  risks  ai'e — and  they  should 
understand  what  the  risks  are — then  the  extensions  of  credit  would 
be  made  on  a  more  rational  basis.  That  basis  would  be  the  real  ability 
of  the  debtor  to  repay,  and  not  the  ability  of  the  creditor  to  grab  off 
property  or  to  otherwise,  as  we  put  it  in  the  statement,  bail  out  the 
transaction  and  take  the  parachutes  with  him.  Then  the  creditor,  know- 
ing in  advance  what  the  property  allowances  and  his  legal  rights  are 
with  regard  to  that  property,  will  be  able  to  judge  his  extensions  of 
credit  accordingly.  If  this  means  that  less  credit  is  going  to  be  ex- 
tended, then  so  be  it. 

Senator  Bukdick.  This  is  the  point  I  am  going  to  make. 

If  you  wipe  out  first  liens,  who  is  going  to  sell  the  workingman  a 
washing  machine  ? 

INIr.  Hesse.  Senator,  quite  outside  of  the  bankruptcy  process,  as  we 
suggest  in  our  statement,  there  are  a  number  of  consumer  credit  reform 
statues  which  limit  security  interests.  In  some  cases,  they  are  limited 
to  only  purchase  money  security  interests.  An  example  of  that  is  the 
I'niform  Consumer  Credit  Code.  It  suggests  that  only  a  purchase 
money  security  interest  should  be  good  against  the  claim  of  exempt 
property,  with  the  sole  exception  of  an  automobile.  That  proposal,  the 
TTniform  Consumer  Credit  Code,  is  a  proposal  M'hicli  generally  regu- 
lates coiT^nmer  credit.  It  is  not  a  proposal  for  the  context  of  bank- 
ruptcy. The  limited  object  of  the  Uniform  Consumer  Credit  Code  is 
to  limit  routine  credit  transactions,  whereas  in  bankruptcy,  we  are 
clearly  dealing  with  the  debtor  in  extremis,  where  there  are  additional 
policy  considerations. 

In  addition  to  the  Uniform  Consumer  Credit  Code,  there  are  other 
legislative  proposals  that  go  so  far  as  to  eliminate  even  the  purchase 
money  security  interest  when  the  amount  of  money  involved  is  less 
than  a  certain  amount. 

Senator  Burdick.  I  will  get  back  to  my  question. 
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Is  that  appliance  compaii}'  going  to  sell  our  man  a  washing  machine 
on  credit,  on  time  ? 

Mr.  Hesse.  I  would  not  purport  to  indicate  to  the  Senator  that  I 
have  the  answer,  but  I  will  speculate — and  I  will  submit  that  the  Com- 
mission is  speculating,  as  are  the  creditors — because  I  know  of  no 
study  which  deals  with  this  matter.  Precisely  the  same  argument  was 
made  about  the  elimination  of  the  holder  in  due  course  doctrine.  A¥hen 
holder  in  due  course  was  eliminated  or  substantially  limited,  as  it  has 
been  in  some  44  States,  there  was  no  perceivable  difference  in  the 
amount  of  credit  being  extended.  Now,  the  present  economic  conditions 
obviously  have  to  be  excluded  as  a  factor  in  measuring  the  effect  of  a 
particular  rule  upon  the  availability  of  credit.  Obviously,  we  can 
appreciate  that  the  present  economic  circumstances  are  certainly  not 
related  to  the  elimination  of  holders  in  due  course  or  the  tampering 
with  security  interests.  So  we  have  to  look  to  a  more  normal  periocl. 
But  the  same  argument  was  made  for  limitation  of  holder  in  due  course 
as  was  made  for  limitation  of  deficiency  judgments.  This  same  argu- 
ment, frankly,  has  been  made  with  regard  to  evvvy  proposed  reform 
of  the  law  with  regard  to  consumer/creditor  relationships.  And  in  each 
case  we  have  been  told  that  the  sky  would  fall.  Now,  it  has  not  fallen, 
and  I  would  submit  that  we  are  not  close  to  that  occurrence. 

Secondly,  I  would  submit  by  way  of  speculation  that  there  are  some 
States — Wisconsin,  California,  Arizona,  Colorado — which  have  lim- 
ited security  interest  as  to  the  amount  and  the  nature  of  security  inter- 
est which  can  be  taken.  And  I  do  not  know  what  the  data  will  show, 
because  I  have  not  studied  it ;  but  I  have  not  noticed  in  the  Federal 
Reserve  Board's  statements  of  consumer  credit  outstanding — including 
the  regional  statements — a  drop  in  credit  extensions  in  those  areas. 

So,  I  think  the  answer  to  the  Senator's  question  is,  yes,  tJiey  will 
continue  to  extend  credit,  based  on  the  consumer's  creditworthiness,  his 
ability  to  pay,  rather  than  the  property  iiiterest  itself.  That  is  what 
they  have  done  for  a  long  time  on  other  goods.  The  nature  of  the  inter- 
est of  the  business  enterprise  in  selling  a  product  is  such  that  I  think 
goods  will  continue  to  be  sold  on  credit.  The  difference  will  be  that 
the  creditor  will  have  to  look  to  the  ability  of  the  debtor  to  repay  and 
not  to  the  property  itself.  I  think  that  difference  is  a  rational  one.  It 
seems  to  me  that  is  precisely  what  the  creditor  ought  to  focus  upon  ; 
that  is,  the  real  ability  of  the  debtor  to  pay.  Wlien  catastrophe  befalls 
the  debtor,  it  is  no  different  when  catastrophe  befalls  the  business ;  in 
the  latter  situation  the  claim  of  the  consumer  against  the  business 
is  liquidated  when  the  business  goes  into  bankruptcy.  It  seems  to  me 
that  it  would  not  be  a  horrible  result  if  the  claim  of  the  business  enter- 
prise were  liquidated  when  a  consumer  is  forced  into  bankruptcy. 

So,  I  do  not  claim,  Senator,  to  have  the  answer  to  your  question 
in  facts  and  figures,  but  my  response  is  based  upon  other  experiences. 

Senator  Burdick.  Do  you  think  any  cars  will  be  sold  on  that  basis  ? 

INIr.  Hesse.  I  think  that  the  result  would  be  that  cars  will  be  sold. 
They  will  not  be  collateral  for  other  kinds  of  loans.  I  think  the  sale 
of  automobiles  would  be  related,  again,  to  the  ability  of  someone  to 
repay,  rather  than  the  ability  of  the  creditor  to  take  the  car  back. 
Now,  that  may  very  well  mean  that  there  will  be  fewer  purchases 
of  automobiles ;  I  am  not  sure  that  is  a  bad  result.  I  am  not  prepared 
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to  be  paternalistic  and  say  it  should  be  the  result;  I  am  simply  saying 
that  if  the  process  is  going  to  be  revised,  it  should  be  done  rationally. 
It  seems  to  me  that  if  that  is  the  rational  result  of  the  rational  policy, 
then  we  will  have  to  find  some  other  way  to  get  transportation  into 
the  hands  of  people  who  want  it. 

Now,  again,  I  do  not  wish  to  be  paternalistic  and  say  "that  is  just 
too  bad  for  the  consumers ;  they  will  not  be  able  to  buy".  That  is  not 
the  point.  The  point  is  that  the  creditor  ought  to  look  to  that  Avhicli 
really  assures  performance  in  the  transaction,  and  that  is  the  ability 
of  the  consumer  to  make  the  payments. 

Therefore,  I  submit  that  the  purchase  of  an  automobile  would  be 
accompanied  by  a  purchase  money  security  interest  and  not  a  non- 
purchase  money  security  interest. 

Senator  Burdick.  Either  case,  it  is  security. 

Mr.  Hesse.  That  is  correct. 

Senator  Burdick.  That  would  wipe  out  your  theory. 

Mr.  Hesse.  But  at  least  then  you  would  be  closer  to  the  general 
regulatory  propositions,  outside  of  bankruptcy,  which  say  that  a  non- 
purchase  money  security  interest  simply  does  not  have  the  same 
quality  and  the  same  right  as  does  the  purchase  money  security 
interest. 

Senator  Burdick.  Most  of  your  washing  machines  and  radios  and 
your  drvers,  that  is  all  purchase  money  contract  security. 

Mr.  Hesse.  That,  Senator,  is  why  I  think  a  number  of  the  pro|)osals 
have  suggested  the  second  step,  and  that  is  a  floor  or  a  ceiling  in 
dollar  amounts.  That  for  example,  in  the  Model  Consumer  Credit 
Act,  no  ]3urchase  money  security  interest  can  be  taken  in  goods  that 
are  valued  at  less  than  $500  or  in  the  case  of  land,  at  less  than  $3,000. 
In  recognition  of  the  kinds  of  goods  which  are  normally  essential 
property,  the  automobile  stands  as  an  exception.  There  ma}?^  be  need 
to  treat  the  automobile  and  the  home  as  two  items  of  property  dis- 
tinctly; but  the  Model  Consumer  Credit  Code  says  no  security  inter- 
est on  household  furnishings  whatsoever,  not  even  purchase  money. 

Now,  whether  or  not  that  particular  nrovision  would  be  adopted 
in  many  States,  it  remains  to  be  seen.  All  I  am  indicating,  that  is  the 
two  proposals  before  you  are  extremely  restricted  in  their  treatment 
of  security  interests;  more  restrictive  than  most  of  the  general  regu- 
latory proposals  which  do  not  have  the  same  focus  as  bankruptcy.  T 
thiiTk  the  area,  at  the  very  least,  needs  intense  study  and  needs  a  cost 
analvsis,  which  obviously,  the  National  Consumer  Law  Center  simply 
does  not  have  the  resources  to  do.  We  would  be  delighted  to  do  it  if 
we  could  find  the  money  to  finance  such  a  study.  And  to  our  knowledge, 
it  has  not  been  done. 

And  the  answer  seems  to  me  to  be  essential.  We  are  sner-ulating 
from_  our  point  of  view,  as  the  Commission  speculated  from  its  i^oint 
of  viow.  as  to  what  the  costs  might  be.  The  answer,  it  seems  to  me. 
^^ould  liaA-e  something  to  say  about  what  policy  should  be  adopted. 
In  any  event,  from  our  point  of  view,  if  the  primary  function  of  this 
process  is  rehabilitation,  then  why  should  we  allow" the  seizure  of  all 
the  property  of  the  debtor  which  is  essential  to  the  management  of 
his  estnto?  It  is  not  a  perfect  analogy  but  it  is  not  terriblv  unlike 
committing  someone  to  an  institution  for  treatment  and  thou  not 
treating  him.  Submitting  a  debtor  to  this  process  for  rehabilitation 
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and  tlien  not  rehabilitating  him  would,  indeed,  do  things  that  friis- 
t  ra  te  th  at  obj  ect  i  ve. 

The  administration  of  the  exempt  property  scheme  is  the  area 
wliere  we  hear  the  most  resistance;  not  so  much  as  to  the  description 
of  property  which  would  be  classified  categorically  but  more  as  to 
the  description  of  a  process  which  would  state  that  secured  creditors 
in  bankruptcy  have  to  bear  their  share  of  the  burdens  just  as  the 
unsecured  creditors  do. 

One  of  the  points  that  might  be  made  in  connection  with  the  earlier 
discussion  of  security  interests  is  that  for  some  reason,  bankruptcy 
does  not  concern  itself  with  the  unavailability  of  unsecured  credit.  It 
is  i:)erfectly  prepared  to  sublimate  the  interest  of  an  unsecured  cred- 
itor to  the  claim  of  exempt  property.  Sometime  the  amounts  of  unse- 
cured credit  are  quite  dramatic.  So  we  submit  that  the  real  interest 
of  the  creditor  is  in  the  equitable  distribution  of  the  estate  and  not 
the  ability  to  grab  off  property  which  is  essential  to  the  debtor. 

Xow.  how  can  that  be  managed  ? 

"^^^e  hnve  proposed  in  our  statement  that  it  is  manageable  and  it 
is  fe.'^sible.  if  one  can  come  up  with  categorical  allowances,  which  is 
the  diR-^ussion  I  embarked  upon  a  few  moments  ago.  If  one  can  come 
un  with  categorical  amounts,  based  upon  the  size  of  the  family  and 
the  re^-ion  in  which  the  family  lives — that  being  important,  obvi- 
on«h^  because  the  cost  of  livins;  in  Boston,  for  example,  as  comnared 
Avith  the  cost  of  living  in  Nashville,  Tennessee,  might  be  quite  different, 
then  one  flat  rate  for  the  entire  country  does  not  make  a  good  deal 
of  sense.  It  is  not  only  possible,  but  most  desirable,  that  thp  bank- 
ruptcv  administration  develop  guidelines  based  upon  the  locality  and 
size  of  the  family  and  other  matters  which  relate  directly  to  the  costs 
-^f  the  minimum  standard  of  living,  that  is  the  minimum  cost  of 

"We  submit  further  that  tlie  allowance  ought  to  be  translated  into 
d-^llars  aufl  that  aq:«'i"es":ite  vnbie  of  tho  Dropertv  ouglit  to  l^e  tlie  basic 
allowance  for  the  consumer.  I  think  the  consumer  who  is  counseled 
undf^^'  both  of  these  rtronosals  before  a-ou  oufrht  to  hrive  the  choice  of 
which  pronortv  he  wan+s  to  rlnim  rss  exemnt  within  thf  cate,o-ories 
which  we  have  suggested;  namelv.  shelter,  propertv  uecessary  to  sus- 
tain life,  property  necessary  for  the  production  of  sustenance  pnd  an 
emergeucv  or  ("atas^^T-ophe  fund.  Thf^se  are  concepts  which  are  adopted 
in  lioth  proposals.  We  are  submittinp-,  not  the  incorporation  of  arl- 
rlitional  catefrorips.  but  the  aduiinistrntion  of  the  rn'''"e.f>'ories  iu  n  totally 
different  wav,  in  a  floxible  wav-  so  <-'int  tlip  relief  of  the  debtor  can 
be  tailormade,  to  be  framed  around  tlie  needs  of  that  debtor  in  bnuk- 
ruptcy.  The  example  we  gave  in  the  statement  is  the  automol)ile.  That 
example  was  not  our  invention:  it  was  an  example  which  Avas  given 
to  us  several  times  in  a  survey  of  legal  services  lawyers  whidi  Ave 
did  in  preparation  for  this  statement.  For  example,  Avhere  a  debtor 
liviuT  in  northern  Arizona  must  earn  his  liAnno-  and  can  onlv  get  to 
and  from  where  he  earns  his  liA^ng  with  a  pickup  truck,  under  pres- 
ent law  that  pickup  truck  is  perhaps  not  a  tool  of  the  trade.  Thus,  it 
cannot  qualify  under  that  category,  but  it  is  nonetheless  essential 
property  if  that  debtor  is  going  to  be  rehabilitated.  Whereas,  it  is 
possible  that  a  debtor  living  in  Wasliington,  D.C.,  or  in  Boston,  has 
access  to  public  transportation  and  the  car  is  not  a  necessity.  Pre- 
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cisely  such  differences,  which  are  not  terribly  extraordinary,  mandate 
that  there  be  a  flexible  approach  to  framing  ^vhat  property  should 
be  exempt. 

We  have  suggested  categorical  guidelines.  ^Ye  have  suggested  that 
that  categorical  guideline  can  be  translated  into  a  dollar  amount  and 
that  dollar  amount  can  serve  as  a  ceilmg. 

How,  then,  can  it  be  administered? 

We  submit  that  that  categorical  amount,  developed  by  the  bank- 
ruptcy administration,  can  function  as  a  presumption.  As  a  presump- 
tion, the  creditor  may  challenge  it  as  being  unduly  generous,  and  lie 
has  the  burden  of  showing  that  the  allowances  are  generous,  that  they 
are  more  than  is  necessary  for  this  debtor.  Similarly,  the  debtor,  if 
he  needs  additional  property,  ought  to  have  the  ability  to  come  in  nnd 
say  the  guideline  was  insufficient  because  of  his  peculiar  circum- 
stances. This  recommendation  is  not  terribly  more  difficult  to  admin- 
ister than  the  proposals  which  are  before  you,  which  list  property  by 
categories  and  which  allow  for  challenges  to  those  claims.  And  all 
Ave  are  suggesting  is  that  we  have  a  different  starting  point ;  namely, 
those  categories  crossed  with  the  guidelines.  Using  that  as  a  starting 
point  and  using  that  as  a  presumption,  the  burned  would  be  on  which- 
ever party  is  making  the  challenge.  Ultimately,  the  resolutions  could 
be  reached  in  the  same  way  as  in  the  two  proposals  before  you :  eitlier 
by  going  to  the  bankruptcy  court  or  having  some  adm.inistrative  law 
function  in  which  a  threshold  decision  is  made,  and  then,  if  necessary, 
on  to  the  bankruptcy  court. 

So,  we  do  not  believe  it  is  an  impossible  administrative  burden  to 
carry  out  the  basic  objective  of  having  tailormade  exemptions,  de- 
viously, if  you  had  to  start  each  and  every  case  from  ground  to  zero 
and  frame  it  aroimd  that  family,  that,  of  course,  would  be  an  extra- 
ordinary burden.  All  we  are  suggesting  is  that  utilizing  something 
like  the  Bureau  of  Labor  Statistics'  family  budgets,  which  are  region- 
alized and  in  some  cases  the  region  is  a  very  small  one,  could  produce 
that  allowance. 

We  realize  that  bankruptcy  cannot  give  a  debtor  property  he  does 
not  have  when  he  comes  into  the  process,  although  there  may  be  other 
programs  that  could.  We  are  not  looking  at  bankruptcy  to  do  that, 
but  it  is  crucial  that  whatever  he  does  have  which  is  necessary  should 
determine  the  boundaries  of  his  exempt  property,  which  is  a  stand- 
ard that  a  number  of  States  have  used  for  years.  Virginia,  for  exam- 
ple, allows  the  judge  who  is  hearing  an  exempt  property  claim  case 
to  allow  additional  property  when  it  is  necessary  to  support  the  fam- 
ily. So  some  State  courts  have  been  working  with  that  standard  for 
some  time.  It  is  necessary  then  to  preserve  that  property,  and  we 
submit,  as  we  said  earlier,  that  the  security  interest  has  to  be  made 
junior  to  that. 

Security  interests  present  some  problems  outside  the  exempt  prop- 
erty areas  as  well,  particularly  when  one  looks  at  a  Chapter  6  plan, 
which  is  the  proposal  of  both  the  judges  and  the  Commission  to  re- 
place Chapter  13.  We  are  talking  now  about  nonexempt  property.  Both 
bills  allow  the  secured  creditor  to  take  his  interest  in  the  property, 
and  in  addition  the  amount  of  money  that  represents  the  excess  value 
of  his  claim  or  to  have  a  claim  for  that  amount  of  money  as  an  un- 
secured creditor.  We  submit  that  that  also  flies  in  the  face  of  devel- 
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opments  in  the  law,  and  we  provide  in  our  statement  citations  to  a 
number  of  general  reform  statutes  which  eliminate  the  concept  of 
deficiency  judgment.  This  is  precisely  what  the  proposals  amount  to : 
a  deficiency  judgment  or  claim  granted  to  the  secured  creditor,  over 
and  above  the  value  of  the  collateral  which  lie  is  able  to  take  out  of 
the  process. 

Now,  a  number  of  statutes  have  said  that  is  unsound  for  policy 
reasons.  It  is  not  conducive  to  the  best  interests  of  the  community  at 
large,  and  it  is  not  conducive  to  the  best  interests  of  consumers,  cer- 
tainly. So  we  suggest,  consistent  with  those  general  reform  statutes, 
that  the  bankruptcy  process  ought  to  at  least  require  an  election. 
When  the  secured  creditor  has  an  interest  in  nonexempt  proi:)erty,  he 
can  make  an  election,  and  either  take  the  secui-ed  property  or  can  take 
the  value  of  this  claim,  but  not  both.  And  that  election  is  one  that  is 
forced  upon  every  secured  creditor  under  the  UCCC,  for  example, 
where  the  cash  price  of  the  transaction  was  $1750  or  less.  So  there  is 
recognition  even  in  the  UCCC  that  deficiency  judgments  simply  ought 
not  to  be  allowed  where  the  transactional  amount  is  less  than'that. 

Senator  Burdick.  The  judgment  is  entirely  different  than  the  se- 
curity interest.  The  deficiency  is  beyond  the  seciirity. 

Mr.  Hesse.  Senator,  we  are  talking  about  having  a  security  interest 
in  nonexempt  property,  and  in  nonexempt  property,  we  submit  that 
the  security  interests  ought  to  be  recognized.  It  ouglit  to  be  recognized 
by  allowing  the  creditor  to  do  one  of  two  things,  but  not  both.  He  can 
either  exorcise  his  rights  under  the  security  interest  to  take  the  collat- 
eral, or  he  can  take  the  value  of  the  claim.  But  he  cannot  take  both,  and 
that  is  Avhere  we  see  deficiency  judgment. 

Senator  Burdick.  I  was  going  back  to  your  first  statement. 

Mr.  Hesse.  I  probably  did  not  make  myself  clear.  We  are  talking 
about  the  nonexempt  now.  In  exempt  property  areas,  we  still  submit 
that  security  interest  must  be  junior.  In  the  nonexempt  property  area, 
we  see  that  the  security  interests  have  to  be  allowed,  but  only  on  a 
choice  or  election  basis. 

We  also  feel  that  there  are  some  problems  with  the  quality  of  the 
protection  of  consumer  rights  in  these  two  bills,  and  by  that  I  have 
reference  to  the  nature  of  the  administrative  process.  Giving  the 
Commission  the  benefit  of  all  doubts  in  its  proposal,  it  nonetheless 
suggests  that  under  the  office  of  the  Bankruptcy  Administration  the 
entire  process  through  which  a  consumer  might  be  put  could  be  man- 
aged by  the  administrator.  There  is  no  reference  to  independent  coun- 
seling, no  reference  to  legal  counseling,  no  reference  to  representation 
of  the  consumer's  interest.  We  believe  that  is  a  fatal  area  with  that 
process. 

Now,  I  want  to  make  myself  very  clear  on  this  point.  We  are  not  in 
opposition  to  the  administration  of  the  bankruptc}'  court  or  the  admin- 
istration of  the  bankruptcy  process  through  an  administrative  agency. 
That  still  could  be  done,  but  what  we  are  in  opposition  to  is  an  admin- 
istrative agency  which  wears  so  many  hats  at  the  same  time.  We  are 
concerned  with  the  possibility  that  the  consumer  who  needs  counseling 
and  representation  would  be  getting  that  counseling  and  representa- 
tion from  the  same  office — and  we  hope,  at  least  not  from  the  same  indi- 
vidual. As  I  say,  giving  the  Commission  the  benefit  of  all  doubts, 
presumably  they  envisioned  that  the  administrator  would  slice  up  his 
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functions  in  such  a  way  that  the  administration  of  the  process  itself, 
the  macliinerv  which  carries  out  the  process,  \YOuld  be  segregated  in  a 
wa}^  which  would  avoid  gross  conflicts.  That  is  not  a  new  scheme, 
and  as  I  say  in  the  statement,  as  one  wlio  has  dealt  with  administra- 
tive agencies  and  dealt  with  administrators,  I  think  the  Commission 
has  an  awesome  burden  to  carry  in  convincing  people  like  myself  that 
the  consunier's  rights  Avould  be  adequately  protected  within  such  a 
scheme. 

There  is  a  necessity,  it  seems  to  us,  that  the  consumer's  interests  be 
represented  by  a  single  individual,  who  has  no  conflicts.  The  adminis- 
trator in  tlie  (Commission's  pro])osition  has  presumably  some  obligation 
to  the  process  itself.  When  the  administrator  comes  in  possession  of  in- 
formation which  is  adverse  to  the  interests  of  the  consumer  but 
obviously  relevant  to  the  concerns  of  the  process,  what  does  he  do? 
Whose  interest  does  he  advance?  We  submit  that  that  problem  must 
be  solved  by  the  statutory  mandate  of  representation  for  the  consumer. 
The  judges'  bill  takes  a  step  in  that  direction  by  requiring  the  director, 
w]io  is  the  administrator-officer  of  the  Bankruptcy  Administration  un- 
der that  proposition,  to  do  only  administrative  work  by  way  of  prep- 
aration of  schedules  in  the  consum.er  case,  and  so  on.  Upon  the 
completion  of  those  schedules,  the  director  refers  the  consumer  for 
comieeling,  and  presumably  representation,  to  an  attorney — not  a  spe- 
cific attorney,  but  to  a  list  of  attorneys,  from  which  the  consumer  may 
select. 

As  we  have  pointed  out  in  our  statement,  there  is  no  mandate  in  the 
statute  that,  in  fact,  the  consumer  be  represented.  Instead,  there  is  a 
referral.  Without  getting  into  the  issue  of  how  well  tlie  bar  association 
referral  programs  work,  the  fact  is  that  there  is  no  mandate  here  that 
someone  who  has  no  assets  will  get  legal  representation  when  he  needs 
it.  It  seems  to  mo  crucial  to  the  ]:)rocess  that  the  consumer  have  the  right 
to  counsel.  If  the  consumer  is  going  into  a  Chapter  (>  ])lan,  presumably 
he  is  a  debtor  with  regular  income.  Then  the  attorney's  fee  can  be  cov- 
ered as  part  of  the  plan.  That  is  perfectly  appro]:)riate.  We  are  not  rais- 
ing any  objection  to  that.  But  when  the  consumer  is  in  the  position 
wliere  he  does  not  liave  regular  income,  his  only  relief  under  either  of 
the  two  proposals  before  you  is  to  go  into  a  straight  bankruptcy,  or  the 
counterpart  of  it  undei-  the  jiroposals.  Let  us  say  there  is  no  nonexempt 
property  from  which  the  attorney's  fee  can  be  taken.  Then  there  is  a 
hole  in  the  judge's  proposition,  because  there  is  nothing  that  mandates 
that  the  consumer,  in  fact,  will  be  represented,  and  we  think  that  is  an 
(M'lor.  We  uro-e  the  committee  to  provide  that  there  l)e  access  to  an 
attorney,  and  if  necessary,  that  that  service  will  be  provided.  And  as 
we  sav,"theT'e  are  a  variety  of  ways  to  do  that.  We  are  not  taking  the 
position  that  one  is  better  than  the  other.  We  are  satisfied,  from  our 
point  of  view,  if  the  consumer  has  access  to  counsel ;  if  that  is  through 
the  bar  association,  if  it  is  thi-ouffh  a  legal  services  kind  of  function 
witliin  the  Bankruptcy  Administration,  fine. 

We  are  not  prepared  to  say  one  is  superior  to  the  otliei-,  because  I 
tliink  in  certain  locales,  it  may  be  reasonably  easy  to  get  the  bar  asso- 
ciation, particularly  those  members  of  the  bar  who  are  participating 
in  the  bankruptcy  process,  to  provide  legal  services  without  compensa- 
tion in  a  limited  mnnber  of  cases.  In  other  areas,  that  might  be  an  im- 
possibility foi-  a  variety  of  reasons.  So  we  are  not  advocating  that  you 
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use  one  or  the  other  in  conjunction  with  the  protection  of  the  rights 
of  the  consumer. 

I  think  one  additional  point  needs  to  be  made  here.  That  point  is  that 
the  judges'  bill  requires  a  refei'ral  to  an  attorney.  Nothing  in  the  bill 
precludes  the  use  of  paraprofessionals  for  the  true  administrative 
processes  and  some  of  the  conversations  I  have  heard  about  that  bill 
seem  to  indicate  that  that  was  envisioned.  We  submit  that  the  statute 
ought  to  be  artfully  drafted  so  as  to  avoid  the  necessary  implication 
from  that  statute  that  an  attorney  must  be  involved.  We  think  counsel- 
ing with  regard  to  legal  matters  probably  must  be  done  at  some  point 
by  an  attorney,  but  we  are  not  prepared  to  say  that  paraprofessionals 
cannot  carry  out  a  number  of  the  functions  which  are  appropriate  for 
this  kind  of  a  process. 

So,  in  summary,  we  are  ]iot  taking  the  position  that  the  forum  must 
be  the  court  and  that  an  attorney  and  trustee  must  be  involved.  We  are 
not  taking  the  position  that  the  administrative  process  spelled  out  to 
tJie  committee  is  appropriate.  We  think  it  possible  that  the  adminis- 
trative functions  of  the  trustee  and  many  of  the  administrative  func- 
tions that  both  bills  identify  can  be  carried  out  by  somebody  other  than 
a  private  attorney,  ought  to  be  carried  out  by  that  administrative  proc- 
ess, or  in  the  most  efficient  and  economic  means  available  in  a  given 
case.  That  ought  to  be,  it  seems  to  me,  the  objective  of  either  process. 
We  think  paraprofessionals  ought  to  be  used  where  they  can.  We  think 
it  is  essential  that  Avhere  the  consumer  needs  an  attorney,  that  one  be 
provided,  either  funded  by  the  consumer  himself  when  possible  or 
through  some  alternative  means. 

Finally,  we  would  like  to  ])oint  out  that  there  are  some  additional 
frustrations  of  the  goal  of  rehabilitation  that  reappear.  We  think  the 
concept  of  reaffirmation,  as  it  is  spelled  out  in  the  two  l)ills  before 
you,  is  the  proper  one.  We  do  not  think  reaffirmations  ought  to  be 
possible.  The  concept  of  extinguishment  of  the  debt  is  a  proper  one, 
in  our  view,  and  we  tliink  that  the  reaffirmation  ought  to  be  limited 
to  the  two  exceptions  that  are  provided  in  the  bill.  One  is  the  reaffirma- 
tions which  settle  disputes  over  dischargeability;  the  other  is  that 
which  redeems  exempt  property,  although  obviously  that  would  change 
if  you  adopt  our  proposition  with  regard  to  security  inteiests.  The 
redemption  would  be  redemption  of  abandoned  property.  Iiecause 
it  would  be  unnecessary  if  our  exempt  property  scheme  is  ado]:)ted 
for  the  consumer  to  have  to  I'edeem  exempt  property  at  all.  I  might 
point  out  in  that  connection  that,  for  tlie  consumer  who  is  in  the 
most  extreme  economic  position,  the  ria'ht  of  redemption  of  exempt 
property  is  an  illusory  one,  because  I  do  not  know  how  such  a  con- 
sumer who  is  without  assets  can  pay  the  fair  market  value  of  the  pro]i- 
erty,  or  the  amount  of  the  claim.  The  debtor  is  in  the  bankruptcy 
process  in  the  first  ]:)lace,  precisely  because  he  is  in  the  most  extreme 
economic  position.  Redemption  in  his  case  does  not  afford  any  relief. 

The  problem  with  the  reaffirmation  proposal  is  that  it  gives  protec- 
tion Avith  one  hand,  and  allows  substantial  impairment  of  that  pro- 
tection on  the  other.  And  the  substantial  impairment  comes  in  the 
treatment  of  cosigners.  The  cosigner  provisions,  as  they  are  set  out  in 
tlie  bill,  provide  that  the  cosigner  cannot  be  discharged.  Indeed,  the 
only  protection  for  the  cosigner  in  the  two  bills  before  you  is  that  a 
moratorir.m  can  be  declared  during  the  execution  of  the  Chapter  6 
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plan  at  least  to  the  value  of  the  amount  of  the  claim  that  is  covered 
by  the  Chapter  6  plan.  The  problem  is  that  the  evidence  before  the 
Commission,  and  the  evidence  we  have  l)oen  able  to  gather,  is  that 
there  is  a  substantial  use  of  the  cosigner  as  an  in  teirorem  device,  ancl 
not  just  in  bankruptcy.  The  cosigner  is  freciuently  a  close  relative  of 
tlie  debtor.  The  creditor  has  obtained  the  cosigner,  not  because  of  tlie 
creditworthiness  of  the  security  tlint  is  ]u-()vided  by  the  cosigner, 
but  because  it  is  a  device,  for  leverage  against  the  debtor.  To  the  extent 
that  the  debtor  is  in  bankruptcy,  and  that  device  is  present,  the 
scrutiny  of  vobmtary  pavment  is  necessary.  l)ecause  the  cosigner  is 
threatened  by  the  cr'editoi-  as  a  means  of  extracting  voluntary  pay- 
ments from  the  debtor. 

That  is  unnecessarv  now,  because,  of  course,  the  reaffirmation  is  not 
prohibited  bv  the  present  hiw.  There  is  scrutiny  of  it  in  the  court,  but 
it  is  not  prohibited.  Now.  the  situation  that  we  suggest  should  prevail 
is  that  the  creditor  sliould  be  required  to  demoiisti-ate  that  in  fact,  he 
relied  justifiably  on  the  security  which  the  cosigner  provides;  and 
that  the  cosigner  understood  that  he  was  being  legally  bound.  To  make 
that  work,  the  cosigner  should  be  permitted  to  intervene  in  bankrujitcy. 
the  creditor  must  carry  that  burden,  and  the  discharge  of  the  debtoi- 
ought  to  effectuate  the  dischai-ge  of  the  cosigner  as  Avell  if  the  creditor 
fails  to  meet  that  burden.  AVe  think  that  this  is  necessary  to  make  the 
limitation  on  reaffirmation  work,  and  the  limitation  on  reaffirmation 
is  necessary  to  make  rcliabilit:\tion  work.  So  it  is  simply  a  link  in  a 
chain.  It  is  necessary  to  protect  the  right  to  a  fresh  start  by  limiting 
reaffirmation,  and  necessai-y  to  protect  the  reaffirmation  protection  by 
limiting  the  degree  to  which  cosigners  can  be  used  as  a  device  to  force 
the  debtor  to  make  payments  which  are  not  truly  voluntary.  That  can 
be  scrutinized  reasonably  well. 

There  are  some  problems,  which  we  make  a  note  of  in  our  statement, 
with  regard  to  dischargeability;  problems  which.  I  think,  the  state- 
ment speaks  for  itself.  I  simply  highlight  them.  The  principal  problem 
is  that  a  financial  statement  may  be  a  bar  to  the  dischargeabilit}^  of 
the  debt.  As  we  point  out  in  our  statement  to  the  committee,  we  have 
conducted  a  survey  of  legal  services  attorneys,  and  find  that  the  1970 
amendments  have  not  accorded  full  protection.  We  do  not  know, 
because  we  have  not  gotten  comparable  data  prior  to  the  1970  amend- 
ments to  what  extent  the  1970  amendments  liave  atiorded  some 
protection. 

Our  aclmittedlj'  unscientific  surve3%  which  involved  over  3,000  cases 
handled  by  legal  services  attorneys  since  the  1970  amendments  were 
])ut  into  effect,  showed  that  in  14  percent  of  those  cases,  the  false 
financial  statement  problem  continues  to  occur.  And  the  same  problems 
to  which  the  1970  amendments  presented  themselves  are  still  present ; 
that  is,  the  debtor  is  encouraged  not  to  list  everything  on  the  financial 
statement,  and  the  bankrujitcy  court  is  willing  to  draw  the  conclusion 
that  the  failure  to  list  other  creditors  on  the  financial  statement  was 
done  with  the  intent  to  deceive. 

There  are  many  cases,  obviously,  in  which  creditors  have  not  pre- 
vailed, and  the  court  has  alforded  protection.  But  our  survey  indicates 
that  there  certainly  is  less  than  complete  protection.  In  fact,  it  is  highly 
unlikely  that  most  creditor  institutions  are  going  to  rely  upon  the 
statement  of  the  debtor,  but  instead  are  going  to  use  credit  reporting 
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agencies  and  use  other  services  which  reflect  more  accurately  on  the 
creditworthiness  of  the  debtor  than  does  the  debtor's  recollections  on 
an  ad  hoc  and  careless  basis.  Therefore,  we  do  not  think  any  great  harm 
is  done  by  taking  that  out  of  the  nondischargeability  provisions.  There 
is  ample  civil  law  to  take  care  of  fraud,  and  bankruptcy  gets  itself  into 
the  mixed  policy  concerns  of  enforcement  of  civil  and  criminal  law  in 
the  context  of  what  should  be  a  debtor  relief  statute. 

1  would  like  to  make  two  other  points  and  then  submit  to  whatever 
questions  the  Senator  may  have.  In  the  dischargeability  area,  we  be- 
lieve that  the  educational  debt  provision  is  unsound.  There  is  no  spe- 
cial creditor  interest  there  which  is  distinguishable  from  other  private 
cjt'ditor  interests,  and  that  provision  ought  to  be  eliminated.  Certainly 
one  of  tlie  serious  administrative  problems  in  that  area  is  that  the  defi- 
nitio]!  of  educational  debt,  as  it  is  provided  for  in  both  statutes,  is  so 
broad  as  to  include  even  those  debts  which  are  incurred  in  connection 
with  a  vocational  school  which  had  been  able  to  obtain  State  or  Fed- 
eral funding.  Under  tlie  definition  that  is  in  both  bills,  those  vocational 
schools  would  have  a  nondischargeable  debt.  Given  the  abuses  which 
have  surrounded  the  provision  of  vocational  education;  that  does  not 
make  vei'y  much  sense. 

Now,  the  administrative  difficulty  for  the  bankruptcy  process  of 
sorting  out  which  educational  institutions  are  which,  we  submit,  would 
be  a  costly  enterprise,  and  hardly  worth  the  effort.  By  the  way,  the 
people  who  have  advocated  this  proposition,  or  at  least  some  of  them, 
have  ]iot  been  able  to  produce,  to  our  knowledge,  any  loss  data  which 
shows  them  in  any  dramatically  different  situation  than  other  creditors. 
Indeed,  the  loss  data  which  I  have  seen  for  higher  and  other  education 
loans  seems  to  indicate  that  their  loss  ratios  are  less  than  other  credi- 
tors institutions.  That  is  a  casual  observation  of  data  which  has  been 
made  available  to  me,  and  not  a  careful  analysis  of  the  area.  But  in 
any  event,  if  that  kind  of  an  exemption  from  discharge  is  allowed  to  be 
perpetuated,  it  ought  to  be  very  narrowly  confined,  and  it  ought  to  deal 
very  straightforwardly  with  the  problem  of  vocational  schools. 

One  last  matter  in  the  area  of  dischargeability,  and  that  is  the  pro- 
vision dealing  with  the  discharge  of  child  support,  alimony,  and  court 
orders  of  that  kind.  The  problem  l)asically  is  this:  A  number  of  en- 
tities can  claim,  and  have  claimed,  the  ability  to  be  insulated  from  the 
discharge,  and  those  entities  are  not  the  spouse  or  the  child.  I  have 
reference,  for  example,  to  the  State  welfare  department.  I  am  mind- 
ful that  the  Social  Security  Act  was  amended  recently  in  such  a  way 
as  to  be  a  bit  ambiguous.  The  provision  of  the  Social  Security  Act  says 
that  merely  because  a  support  debt  has  been  assigned  to  a  State  wel- 
fare department  does  not  mean  it  is  dischargeable;  the  language  in  the 
legislative  history  says  that  that  provision  was  intended  to  protect 
the  rights  of  the  spouse  and  the  child,  so  that  the  child  should  not  lose 
the  support  order  against  the  husband  through  a  discharge  in  bank- 
ruptcy, merely  because  the  State  has  required  an  assignment  of  that 
claim. 

One  court,  at  least  in  a  recent  decision.  I  believe  in  Iowa,  has  reached 
the  decision  that  the  State  welfare  department  can  sue  and  claim  non- 
dischargeability of  that  debt.  We  think  that  is  a  bad  constrnction.  AVe 
do  not  think  that  is  a  proper  result.  We  think  the  State  and  Govern- 
ment entities  particularly  ought  to  bear  a  burden  in  the  rehabilitation 
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of  the  debtors,  Jind  it  seems  to  me  that  the  continuation  of  tliat,  along- 
with  the  tax  chiims.  stands  in  the  way  of  rehabilitation  to  the  debtor; 
they  onaht  not  to  be  allowed  as  no.'idiseharoeable  debts.  Therefore,  we 
submit  That  the  provisions  in  section  4-506 (x\)  (6),  I  believe,  ought  to 
be  carefully  drafted  to  make  clear,  as  the  judges'  bill  seems  to  do  at 
least  to  some  degree,  that  if  the  claim  of  dischargeability  is  to  the 
benefit  of  someone  other  than  the  spouse,  then  it  ought  not  be  granted. 
AVe  submit  that  it  ought  to  be  further  clarified  to  make  absolutely 
clear  that  thei-e  is  no  intention  to  allow  the  State  welfare  department 
to  recei\e  the  benefit  of  the  nondischargeability  provisions  when  those 
pi-ovisions  are  intended  only  for  the  benefit  of  the  spouse  and  ohild. 

To  summarize  tliat  point,"  we  submit  that  it  is  certainly  appropriate 
to  protect  the  interests  of  the  spouse  and  child.  But  it  is  not  appi'opri- 
ate  to  extend  that  protection  beyond  the  spouse  and  child  to  allow 
nondiscliarueability  to  reach  the  State  welfare  department. 

We  thank  the  committee  for  the  opportunity  to  present  these  views, 
and  offer  whatever  assistance  we  may  be  able  to  render  in  the  future 
in  the  committee's  work  on  the  statute.  We  submit  the  statement,  and 
submit  to  any  questions  the  Senator  may  have. 

Senator  Burdick.  Thaiik  you  for  your  contribution  this  mornin*;-. 
I  do  have  a  few  questions.  One  that  causes  me  some  problems,  and  will 
cause  the  Congress  some  problems,  is  this  exempt  feature  of  yours, 
where  you  remove  first  liens.  You  gave  the  example  of  the  young  fellow 
Avho  bonght  a  car  in  northern  Arizona,  where  he  needed  it  for  his  work. 
But  if  you  pass  a  law  that  prevents  him  from  buying  that  car  on  time 
pa^nnents.  he  will  not  have  it. 

My  recollection  is  that  over  90  percent  of  the  cars  and  appliances 
sold  today  are  sold  on  time  crerlit  plans.  Do  you  know,  of  your 
own  knowledge,  any  automobile  dealer  tliat  is  going  to  sell  without 
security  ? 

Mr.  Hesse.  No,  I  do  not.  Senator.  But  the  simple  reason  for  that, 
I  submit,  is  because  they  can  get  it,  tliey  can  extract  it.  They  simply 
are  not  going  to  do  without  it.  One  of  the  points  Ave  make  in  our  state- 
ment is  that  the  security  interest  has  become  ubiquitous,  whether  it  is 
rec(uired  by  the  economics  of  the  transaction  or  not.  I  have  never  been 
able  to  buy  anything  without  a  security  interest,  but  I  think  I  am 
willing  to  say  "publicly  that  my  credit  record  is  such  that  I  do  not 
think  there  is  any  reason  to  doiibt  my  ability  or  willingness  to  repay. 
Yet.  in  the  simplest  transactions,  the  form  conti-act,  ]mrticularly  those 
of  the  national  lending  institutions,  require  a  security  interest.  Now. 
if  it  were  not  permitted,  as  it  is  not  in  those  States  which  have  ado))ted 
the  IJCCC  in  its  latest  form,  rather  than  the  1968  version  or  one  of  its 
later  drafts,  the  security  interest  is  not  ])ermitted  except  for  the  pur- 
chase money.  The  argument  which  is  being  suggested  by  the  Senator 
was  also  made  in  opposition  to  those  provisions  in  the  ITCCC;  that 
nobody  is  goino;  to  make  a  direct  loan,  nobody  is  going  to  make  a  loan 
without  the  collateral.  And  the  kind  of  collateral  which  they  want  is 
the  automobile,  oi-  this,  that  or  another.  But  as  I  say,  I  do  not  have  the 
data  to  support  my  position,  but  I  have  not  seen  the  data  on  the  other 
side  Avhich  supports  the  Commission's. 

Senator  Bihdkk.  We  are  not  talking  about  data.  We  are  talking 
about  common  sense.  You  know,  people  who  just  get  married  and 
come  out  of  school  or  something,  they  cannot  afford  to  buy  a  car,  they 
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cannot  afford  to  buy  appliances.  They  have  to  buy  it  on  time,  and  a 
lot  of  times,  they  are  on  a  shoestring.  Sometimes  their  salaries  just 
barely  cover  their  payments.  What  makes  you  think  they  can  get  those 
articles  without  some  kind  of  security '? 

Mr.  Hesse.  I  think  they  can  get  them  without  security,  because  the 
security  that  the  lending  institutions  once  looked  to  was  the  holder  in 
due  course.  The  secondary  finance  industry  made  exactly  the  same 
argument;  that  nobody  is  going  to  buy  a  paper  if  they  know  they  are 
sul3Ject  to  defenses.  They  simply  will  not  do  it,  it  is  too  costly,  et 
cetera,  et  cetera.  But  the  fact  is  that  they  did  continue  to  buy  the 
paper — in  fact,  in  greater  numbers. 

Now,  I  submit  there  is  obviously  going  to  be,  at  the  extreme  end. 
someone  who  is  not  going  to  get  credit,  based  upon  that  situation : 
there  is  the  possibility  that  someone  will  go  into  bankruptcy,  and  when 
they  go  into  bankruptcy,  there  will  be  that  loss.  That  is  not  a  new 
risk.  That  is  the  same  old  risk  tliat  has  existed  for  years  and  years, 
tliat  somebody  is  going  to  be  judgment  proof,  and  that  property  will 
be  worth  nothing.  Indeed,  most  of  the  data  in  the  consumer  area  indi- 
cates, I  think,  as  the  National  Consumer  Finance  Commission  and 
various  people  who  have  studied  this  indicate,  that  the  ])roperty  is 
substantially  worthless  in  the  retail  market  l)y  the  time  it  is  repos- 
sessed. Automobiles  may  stand  as  an  exception  when  they  are  re- 
possessed in  the  first  few  years,  but  most  property  does  not  have  much 
value  when  it  is  taken  back,  anyway;  and  the  real  interest  in  taking- 
it  back  is  more  harassment  than  anything  else,  to  make  it  known  that 
people  have  got  to  pay  tlieir  debts.  I  do  not  think  that  further  instruc- 
tion on  the  point  is  really  required.  Most  people  imderstand  that  al- 
ready. 

kSo  we  submit  that  the  worst  situation  one  might  imagine  could  hap- 
pen probal)ly  can  happen.  The  real  question,  in  a  broader  ])olicy  sense, 
is  Avill  it  happen  in  sulstantial  numbers  so  as  to  substantially  impair 
the  value  of  the  credit  community,  on  the  one  hand,  and  the  value  of 
having  credit  or  access  to  it  to  the  consumer  community  on  the  other. 
Wliether  it  will  occur  in  sufficient  numbers  to  make  the  impact  which 
is  clearly  indicated — 

Senator  Burdick.  That  is  quite  a  gamble,  is  it  not  ? 

Mr.  Hesse.  Certainly,  the  gamble  we  are  rumiing  now  is  not  being 
productive,  if  one  listens  to  the  stories  of  the  creditors ;  and  that  is  that 
they  need  this  much  or  that  much  more  money  to  secure,  because  the 
security  interest  itself  is  not  producing  that  wdiich  the  mythology 
would  have  us  believe.  They  want  higher  rates,  because  they  are  not 
getting  the  kind  of  protection  out  of  security  interests  which  they  feel 
they  need.  Indeed,  in  some  of  the  litigation,  even  with  autom.obiles. 
Ford  Motor  Co.,  Chrysler,  and  General  Motors  submit  that  on  repos- 
sessing automobiles,  they,  in  fact,  lose  money.  One  wonders  why  they 
continue  to  repossess  if  they'  lose  money  on  each  repossession. 

Senator  Buhdick.  But  the  fact  that  they  have  got  the  security  helps, 
they  claim,  to  make  the  payments. 

Mr.  Hesse.  I  submit  there  is  no  evidence  of  that.  We  are  speculating. 
Senator,  and  I  think  that  v.'e  expect — I  think  we  would  all  expect — 
that  the  credit  institutions  would  argue  for  every  legal  right  they  covdd 
possibly  get.  Indeed,  they  argued  against  giving  up  body  attachment. 
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They  thought  that  was  necessary  to  the  protection  of  their  interests 
as  welL  So  I  expect  that 

Senator  Burdick.  You  haA'e  quite  a  burden  to  sustain  to  say  that  the 
sales  of  appliances  and  automobiles  will  continue  at  the  same  rate  if 
the  security  is  denied.  That  is  a  pretty  big  order  to  support. 

Mr.  Hesse.  I  submit  that — I  agree  it  is  a  big  order  for  us  to  come  up 
with  the  support.  But  I  think  it  would  be  in  tlie  best  interests  of  policy- 
making to  ask  for  some  data  from  the  credit  institutions  to  support 
their  conclusions  that  it  will ;  because  the  connnon-sense  rule  to  which 
the  Senator  refers  simply  did  not  hold  up  as  to  limitation  of  holders 
in  due  course.  It  did  not  hold  in  prohi))iting  waiver  of  defense.  It  did 
not  hold  up  in  limiting  deficiency  judgments. 

Senator  Burdick.  I  do  not  see  an  identical  parallel  at  all,  if  you  are 
talking  about  purchase  money  contracts  right  now. 

Afr.  Hesse.  Exactly  the  sauie  claims  are  made  by  the  credit  institu- 
tions, and  that  is  that  nobody  is  going  to  lend  moncA'  if  they  take  those 
rights  from  us,  or  that  our  costs  are  going  to  go  up  so  dramatically  that 
tliey  will  have  to  withdraw  from  the  market,  and  I  sul^mit  that  those 
thiiigs  did  not  happen;  on  the  common  sense,  the  logic  of  it,  j^es,  I 
agree  with  the  Senator.  I  can  sit  here  and  I  can  logically  imagine  that 
at  some  point  there  will  be  that  situation  in  which  the  risk  will  be 
so  great  that  the  creditors  will  withdraAv,  rather  than  exend  credit. 
Yes.  as  a  logical  matter,  I  can  agree  that  it  is  there. 

My  point  is  that  I  do  not  believe  this  is  that  point.  The  data  shows 
that  Avhen  creditors  repossess  a  chattel,  they  do  not  realize  much  value 
out  of  it.  The  whole  thing  is  a  matter  of  historical  inertia.  Tliat  is  what 
they  have  always  done;  as  long  as  they  can  take  a  security  interest, 
they  are  going  to  take  a  security  interest  and  they  are  going  to  do 
the  same  thing  with  cosigners.  As  long  as  they  can  do  that,  they  are 
ixoing  to  continue  to  do  it.  I  suspect  that  they  will.  If  I  were  in  that 
bu'-iness,  I  suspect  I  Avould  look  for  every  legal  quality,  every  possible 
legal  protection  and  right  that  I  could  find. 

So,  I  am  not  saying  that  in  a  way  to  suggest  that  these  are  not 
wonderful  people.  I  am  simply  saying  that  the  eviflence  is  not  thei'e  to 
suggest  the  economics  of  the  matter.  I  admit  we  do  not  have  the  data 
to  support  that,  l)ut  in  more  than  5  years  of  working  in  this  area  and 
uiore  than  5  years  of  asking  for  the  data,  we  have  not  seen  the  data 
from  the  other  side  which  shows  that  the  costs,  in  fact,  are  there. 
Each  time  they  have  made  the  claim  that  credit  will  dry  up  they  have 
been  unable  to  substantiate  it  later.  They  made  precisely  the  same  claim 
in  connection  with  holder  in  due  course,  waiver  of  defense 

Senator  BrrDirK.  I  do  not  see  the  parallel  at  nil  with  holder  in  due 
course.  It  is  a  question  of  bank  property,  and  taking  a  lien  on  the  pur- 
chase of  that  property  is  entirely  diffeient.  You  are  denying  the  secu- 
I'ity  on  the  purchase  of  that  piece  of  machinei-y. 

^fr.  Hesse.  But  the  security  is  worth  nothing  if  there  is  a  defense 
to  the  security  agreement,  and,  thus,  it  is  always  a  problem  in  having 
a  holder  in  due  course  situation.  They  were  subject  to  the  defenses 
which  arise  out  of  the  ti'ansaction,  such  as  breach  of  warranty.  The 
securitv  interest  agreement  is  not  worth  anything  because  there  is  no 
default ;  indeed,  they  are  subject  to  a  counterclaim.  So,  they  made  the 
argument  in  view  of  being  exposed  to  that,  they  want  my  money. 

Senator  Btrdick.  This  way  you  had  three  parties  involved.  We  have 
ii'ot  just  seller  and  buver  in  this  situation. 
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Mr.  Hesse.  There  are  not  many  of  those  around ;  maybe,  Sears,  J.  C. 
Penney,  and  a  few  others,  but  there  are  not  too  many  around  anymore 
who  sell  and  finance  their  own  transactions. 

Senator  Burdick.  You  mentioned  some  States.  Do  you  know  some 
States  that  set  aside  exemptions  in  their  receivership  laws  or  anything 
else,  and  have  denied  the  security  to  the  creditors  ? 

Mr.  Hesse.  We  can  submit  some  data  to  the  committee  on  that  if 
you  Avish. 

Senator  Burdick.  Are  there  States  that  have  done  this? 

]Mr.  Hesse.  I  believe  there  are.  I  believe  the  necessity  rule  has  been 
allowed  to  work  that  way  in  certain  States,  but,  rather  to  make  the 
assertive  statement  that  there  are,  that  is  certainly  within  our  range  of 
ability. 

Senator  Burdick.  Getting-  to  your  exemption  proposition,  do  you 
have  the  figure  that  you  have  in  mind  that  ought  to  be  set  aside, 
dollars  and  cents  ?  You  said  the  bankruptcy  administration  should  be 
able  to  select.  You  have  to  have  some  limit  on  the  amount,  would  A'ou 
not  ? 

Mr.  Hesse.  We  do  not  have  a  dollar  amount  because  we  suggest  that 
setting  a  dollar  amount  is  not  pertinent.  We  suggest  that  the  bank- 
ruptcy administration  ought  to  study  the  cost  of  living  and  the  prop- 
erty that  is  association  with  the  cost  of  living  in  a  geographic  region 
and  come  up  with  a  formula  based  upon  the  cost  of  living  in  a  given 
area  and  the  number  of  dej^endents  in  a  given  family  and  set  cate- 
gorical guidelines.  It  is  not  a  perfect  crossover,  but  the  example  I 
would  give  is  the  Bureau  of  Labor  statistics  has  established  a  family 
liudget  for  a  family  of  two,  a  family  of  four,  et  cetera.  The  cost  of 
living  in  a  particular  region  is  established.  They  have  a  low  budget, 
they  "have  a  medium  budget,  they  have  a  high  budget.  They  have 
looked  at  such  things  as  housing,  shelter,  food,  medical  costs,  et  cetera. 

I  am  not  suggesting  that  that  be  the  formula  that  the  bankruptcy 
administration  use ;  what  I  am  suggesting  is  that  it  is  possible  to  come 
up  with  a  dollar  amount  equal  to  the  property  and  allovring  the  con- 
sumer to  take  that  aggregate  dollar  amount  and  select  property  which 
is  in  the  areas  of  the  categories  we  have  suggested.  We  are  talking 
about  the  basic  allowance.  Xow,  in  addition,  we  submit  the  allowances 
that  are  in  both  bills  are  appropriate  allowances  for  unemployment 
benefits.  Those,  obviously,  ought  to  be  exempt.  We  are  talking  basically 
about  an  allowance  for  shelter  and  an  allowance  for  the  necessaries 
of  life,  an  allowance  for  the  tools  of  the  trade  kind  of  thing,  the  pro- 
duction of  sustenance.  And  that  the  dollar  amount  would  be  calculated 
based  on  a  region. 

In  Washing-ton,  D.C.,  that  might  be  a  total  aggregate  value  of 
$8,000  or  $9,000,  and  the  consumer  should  be  allowed  to  select  with 
the  aid  of  counseling  the  property  which  is  necessary  for  that  con- 
sumer to  maintain  a  niinimum  standard  of  living.  I  do  not  know  Avhat 
the  dollar  amounts  are  because  that  has  to  be  computed  by  someone 
knowledoeablo  in  the  area  of  family  finances  on  a  regional  basis.  We 
do  not  think  a  dollar  amount  is  an  appropriate  approach  to  this  area 
because  it  limits  the  flexibility.  If  dollar  amounts  are  a  security 
blanket,  we  think  they  ought  to  be  set  reasonably  high.  We  do  not 
think  the  amounts  in  the  present  l)ill  are.  as  we  say  in  the  statement, 
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adequate,  nor  do  we  tliink  that  the  dollar  adjustment  provision  takes 
that  into  account. 

Certainly,  nowhere  is  that  more  dramatic  than  in  the  homestead 
allowance,  where  the  homestead  allowance  is  so  far  from  the  recent 
amendments,  for  example,  in  the  National  Housing  Act  for  insured 
mortgaoes  which  recognizes  what  the  cost  and  value  of  a  homestead 
might  be,  that  that  dollar  amount  is  disfunctional,  particularly  when 
it  is  junior  to  the  security  interests  in  the  real  property. 

So,  we  do  not  think  that  dollar  amounts  are  the  approach.  We 
think  categories  and  guidelines  are  the  approach.  They  should  be 
established  by  the  bankruptcy  administration;  we  do  not  think  the 
statute  should  do  it.  We  think  by  promulgation  of  the  rule,  these 
guidelines  ought  to  be  established  and  they  will  be  guidelines  and 
ought  to  be  periodically  revised  to  take  economic  conditions  into 
account. 

So,  that  it  what  we  urge  the  staff  to  do,  rather  than  set  a  dollar 
amount  for  the  categories. 

Senator  Burdick.  Under  your  proposition  then,  exemptions  would 
be  different  in  every  State,  different  every  month? 

jVIr.  Hesse.  As  often  as  the  guidelines  are  revised  because,  indeed, 
the  cost  of  living  is  different  in  eA^ery  State  or  can  be,  I  would  say, 
different  in  every  State. 

Senator  Burdick.  That  would  create  an  administrative  headache. 

Mr.  Hesse.  It  depends  on  how  often  the  guidelines  are  revised, 
perhaps  annually,  once  they  were  setup.  I  wonder  how  the  Bureau  of 
Labor  Statistics  is  able  to  do  it  quarterly.  They  have  a  much  more 
difficult  iob  to  carry  out,  and  they  are  able  to  do  it.  I  think  the  bank- 
ruptcy administration  could  do  it  reasonably  facileh^,  and  they  could 
produce  these  guidelines  for  use  in  the  various  regions  once  the 
o-uidelines  ar-e  set  up.  It  would  be  an  administrative  difficulty  to  set 
theni  up  initially,  but  once  they  are  set  up,  it  would  not  be  terribly 
difficult  administratively  to  maintain  them  and  periodically  revise 
^hem  by  simply  taking  readings  of  the  components  for  those  guide- 
lines. Once  it  is  set  up,  I  do  not  believe  it  is  any  more  difficult  to 
•nlminister  than  the  present  scheme  that  is  in  the  act.  It  would  just 
be  a  ruiestion  of  whether  the  allowances  for  exempt  property  are  set 
oi'<^  statutoiily  and  are,  therefore,  uniform  throughout  the  country 
with  utter  disregard  for  the  fact  that  the  post  of  living  in  Boston 
niiq-ht  be  twice  as  great  as  it  is  in  Jackson,  Miss.  I  do  not  know  if  that 
is  true,  but  it  is  hypothetical. 

The  cos*^  of  living  is  certainly  dramatically  different  for  various 
'^arts  of  the  country  and  to  statutorily  enunciate  dollar  guidelines 
siiunlv  does  not  reach  the  essence  of  what  we  are  trying  to  do  where 
tliere  is  some  property;  and  what  you  are  trying  to  do,  I  presume, 
is  to  leave  the  debtor  with  a  reasonable  standard  of  living  to  facilitate 
iho  '-oucept  of  briuffing  back  economic  vitality  to  that  consumer  unit, 
in  cl^ort  to  rehabilitate. 

So,  v'bat  we  are  asking  for  is,  as  reasonably  as  we  can  throu<>-h 
•id»Tiin^Rtra<^ive  machinerv,  to  try  to  tailormake  those  exemptions  for 
iho  '^nT-fir>nlnr  debtor  and  not  to  subject  him  to  an  arbitrarv'  uniform 
c;f"»^rlfird  th.ot  is  to  apply  to  everv  debtor  throughout  the  country. 
^-ifi^ou^  req-ard  to  the  number  of  dependents  he  has,  without  reirard 
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to  AA'here  lie  lives,  or  what  special  needs  he  may  have.  Those  thinc^s 
are  simply  not  taken  into  account  at  all  in  the  statutory  allowance. 
We  think  that  simply  is  closer  to  utter  frustration  of  the  basic  pwv- 
I>ose  of  rehabilitation. 

Senator  Burdick.  Can  you  give  us  a  suggestion  of  what  the  guide- 
lines ought  to  be?  Have  you  any  amount  at  all?  How  we  could  arrive 
at  an  amount  ? 

Mr.  Hesse.  You  could  arrive  at  the  amount  by  looking  at  the  prop- 
erty which  is  associated  with  shelter,  with  tools  of  the  trade,  and 
ai-ri\'e  at  some  averages.  It  depends  on  how  finite  the  categories  need 
to  be.  If  the  bankruptcy  administration  wants  to  hypothetically  come 
up  with  a  category  of  what  is  the  value  of  tools  of  trade  of  an  auto 
mechanic  in  Boston,  Mass.,  with  four  people  in  his  family,  they  could 
do  that.  I  am  not  suggesting  they  have  to  be  that  individualized  by 
the  legislation  or  administrative  rules,  but  they  might  very  well  take 
a  look  at  what  the  average  cost  of  maintaining  a  shelter,  the  average 
cost  of  maintaining  a  family  of  four  with  clothing,  and  what  the 
a^'erage  cost  of  maintaining  property  associated  with  tools  of  the 
trade  to  set  guidelines.  In  each  case,  or  perhaps  within  rough  guide- 
lines, there  should  be  determination  of  what  kind  of  emergency  fund 
he  needs,  whether  that  be  2  months'  income,  1  months'  income,  or  3 
months'  income. 

Rather  than  arbitrarily  setting  $500,  which  may  carry  one  debtor 
for  3  months  and  carry  another  for  half  a  month,  depending  on  the 
various  needs,  what  I  am  suggesting  is  that  the  bankruptcy  admin- 
istration could  develop  finite  categories,  how  finite  depends  on  how 
finite  they  want  to  make  them.  If  you  want  a  dollar  amount,  tlie  best 
I  could  speculate  is  that  what  it  takes  to  support  a  family  of  four  in 
Boston  today  at  a  minimum  standard  that  the  Bureau  of  Labor  Sta- 
tistics deems  appro])riate — and  I  point  out  that  there  is  no  direct 
cross-over  because  they  are  evaluating  something  else  entirely — which 
is  somewhere  around  $9,500.  So  we  are  suggesting  that  in  the  basic 
alloAvance  if  there  were  a  perfect  cross-over — and  I  stress  there  is  not 
but  if  there  were  then  what  we  woiild  b'^,  saying  is  the  consumer 
ought  to  be  allowed  the  aggregate  value  of  the  property,  $9,500,  and 
he  would  freely  choose  which  Droperty  he  regarded  as  essential  so 
long  as  tliat  property  fell  within  one  of  the  categories  which  is  al- 
lowed. He  obviously  cannot  claim  nonexempt  property  within  that 
allowance. 

We  think  that  is  feasible ;  we  think  that  is  administratively  possible. 
It  is  more  a  question  of  sufficient  flexibility  to  allow  individualized 
treatment  not  the  type  of  administrator  of  that  system.  "N^Hiether  it  is 
a  trustee,  or  an  administrator  as  under  the  Commission's  proposal, 
or  some  other  official,  the  question  is  whether  the  schedule  will  come 
from  the  statute  or  from  the  bankruptcy  administration  by  way  of 
development  guidelines. 

Senator  Burdick.  One  problem  that  troubles  me — we  discussed  the 
matter  this  morning — is  that  you  talk  of  rehabilitation,  and,  perhaps, 
i-ehabilitation  is  not  possible,  the  way  you  have  been  discussing  it.  The 
testimony  we  have  had  before  this  committee  to  this  date  indicates 
that  80  percent  of  the  consumer  bankruptcy  files  are  from  debtors  who 
have  no  assets;  they  do  not  have  any  $8,000  or  $9,000;  they  do  not 
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h<avo-  anythirx<r.  Thoy  arc  just  stripped.  How  are  you  going  to  rehabili- 
tate that  80  percent  ? 

Mr.  Hesse.  As  T  suggested,  Senator,  there  may  be  statutory  ap- 
proaches that  could  put  property  in  the  hands  of  a  debtor.  We  are 
not  suggesting  the  bankruptcy  administration  ought  to  bring  a  debtor 
in  -who  has  some  assets  and  give  him  assets  up  to  the  minimum  stand- 
ard. I  would  like  to  see  that,  but  T  am  not  making  a  proposal  at  this 
time. 

Senator  Burdick.  We  are  dealing  with  bankruptcy. 

]Mr.  Hesse.  That  is  precisely  mv  point.  The  question  is  how  much 
property  is  taken  away  from  somebody  who  has  it.  That  is  really  what 
we  are  talking  about  with  exempt  property.  If  the  figures  are  as  you 
suggest  they  are,  that  80  percent  have  nothing.  I  do  not  quarrel  with 
that  figure.  What  we  are  talking  about  is  the  other  20  percent  who  do 
have  something. 

Is  it  the  object  of  the  bankruptcy  process  to  reduce  the  other  20 
percent  to  the  same  status  as  the  80  ? 

Senator  Burdtck.  I  am  not  arguing  that.  I  am  talking  about  re- 
habilitation now. 

AFr.  Hesse.  I  understand. 

Senator  BuRDirTv.  Here  is  a  debtor  group  that  really  needs  it. 

Mr.  Hesse.  I  agree.  Most  of  the  things  we  are  discussing  with  regard 
to  security,  interest  and  exempt  property  probablv  do  not  relate  to 
a  consumer  that  has  something  to  deal  with  in  the  first  place.  I  admit 
that,  but  our  point  is  that  the  statute  ought  not  to  reduce  that  20  percent 
to  a  status,  where  they  cannot  move  forward.  The  bankruptcy  process 
ouijht  to  be  conce?'ned  with  leaving  that  person  to  the  deafree  that 
the  process  can  do  it,  with  an  ability  to  go  forAvard  and  not  have  to 
devote  immediate  energies  to  just  .fretting  ur)  to  a  minimum  standard. 

Tt  seems  to  me  from  the  Doint  of  view  of  the  ability  of  governmental 
institutions  to  tax  the  individual  and  otherwise  realize  some  benefit, 
the  sooner  he  gets  back  on  his  feet,  the  better  off  cA'cryone  is  o-oing 
to  be.  including  the  credit  community  generally.  The  specific  creditors. 
obAHOusly.  are  s'oing  to  make  the  argument  that  this  really  stinks,  it 
hurts  me  in  this  particular  casge.  That  is  true:  that  is  what  bankruptcy 
is  about:  that  is  exactly  why  the  guy  is  in  bankruptcy  because  he 
cannot  satisfy  all  those  creditors. 

You  are  certainly  correct  in  saying  that  the  other  80  percent  need 
soTuething  bankruptcy  cannot  give  them.  We  do  not  dispute  that. 

Senator  BrRDTCK.  That  s^yqs  me  another  question  on  the  80  percent. 
Avhere  it  is  cleai"  that  from  a  paraprofessional  under  the  auspices  of 
the  administrative  chair,  when  the  schedules  come  in  and  he  finds  that 
they  are  hopelessly  bankrupt  without  assets,  why  is  it  necessai-y  to 
incur  any  further  legal  expense  if  no  one  makes  any  objection? 

^Vfr.  Hesse.  I  do  not  think  it  is. 

Senator  BrTRnicK.  Fine.  One  more  area,  would  not  your  proposal 
to  eliminate  the  secured  creditor's  rights  also  ap])ly  to  the  foreclosure 
of  a  home  loan  on  real  estate  lejrislation.  making  creditors  extremely 
reluctant  to  propose  loaiis  to  lower  income  persons,  as  these  are  the 
mose  likely  to  resort  to  baiikruptcy?  How  about  your  lien  theory  on 
real  estate? 

]\Tr.  Hesse.  Tn  our  statement.  Senator.  Avhat  Ave  point  out  is  that, 
unlike  the  other  areas,  Ave  think  there  is  evidence  that  people  may  be 
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reluctant  to  extend  credit  without  the  ability  to  get  the  equity.  I  want 
to  very  carefully  distinguish  between  real  estate  and  personal  prop- 
erty. We  think  the  better  policy  position  is  to  assure  those  interests 
in  the  homestead,  which  are  genuine  interests  to  the  debtor,  and  which 
do  not  translate  in  every  case  to  dollars ;  therefore,  the  protection  of 
the  equity  interests  of  the  debtor  is  not  going  to  give  him  what  he, 
perhaps,  needs  most  and  wants  most  out  of  the  homestead  and  that  is 
the  use  and  possesion. 

Therefore,  we  think  that  is  what  we  ought  to  focus  upon  with  regard 
to  the  homestead  protection.  It  is  the  use  and  possession  of  the  home- 
stead. Certainly,  there  is  an  interest  in  protecting  whatever  equity  the 
debtor  has  in  giving  him  the  opportunity  to  transfer  the  equity,  but 
that  simply  is  not  achieved  by  either  proposals  before  you.  We  would 
sa}'  to  the  secured  creditor  in  real  estate :  You  are  like  everyone  else. 
We  recognize  there  is  a  clifierence,  that  is  finance  institutions  have 
withdrawn  from  that  market,  either  because  they  have  better  chances 
to  invest  the  money  elsewhere,  or  because  the  risks  are  too  great,  and 
for  a  variety  of  reasons  that  I  may  know  nothing  about. 

In  any  event,  we  think  the  data  is  there  to  show  that  there  is  shrink- 
age in  that  market.  There  is  no  data  to  show  shrinkage  in  the  personal 
property  market,  but  there  is  data  here.  We,  therefore,  suggest  that 
the  homestead  may  merit  special  consideration,  and  that  special  con- 
sideration could  very  well  be  the  protection  that  the  value  of  the 
security  interests.  That  is  not  the  same  thing  as  protecting  a  loan.  The 
creditor  forecloses  upon  a  mortgage  so  that  the  debtor  can  be  dispos- 
sessed. In  some  cases  it  will  be  the  same  thing. 

The  only  way  the  value  can  be  realized  for  some  holders  of  a  secu- 
rity interest  in  real  property  is  to  allow  the  dispossession  of  the  debtor, 
so,  in  some  cases,  that  will  occur,  but  it  does  not  follow  that  it  needs 
to  occur  in  every  case.  Therefore,  we  submit  in  our  statement  that  if 
the  Committee  finds  there  is  special  reason,  special  consideration  to 
treat  the  homestead  differently  than  any  property  in  which  there  is  a 
security  interest,  then,  at  the  very  least,  the  administration  ought  to 
have  the  power  to  declare,  for  example,  a  moratorium  on  foreclosure 
to  rearrange  the  payments,  to  make  payments  on  interest  only  and  not 
on  principal,  so  long  as  the  value  of  the  claim  of  the  secured  party  is 
not  impaired. 

Senator  Buedick.  But  you  do  not  recommend  wiping  out  the  lien? 

Mr.  Hesse.  Yes,  we  do.  We  do  recommend  that  the  lien  be  wiped 
out  if  the  data  does  not  carry  itself  out,  and,  as  I  have  said  several 
times,  we  simply  do  not  have  the  resources  to  go  into  a  detailed  study 
of  what,  in  fact,  is  happening;  but  if  the  data  does  not  bear  out  fact 
that  people  are  withdrawing  from  the  home  finance  market  because  of 
the  values  and  foreclosures,  if  that  does  not  hold  up,  then  there  is  no 
reason  to  treat  the  secured  party  any  differently  than  any  other.  But 
if  it  does  hold  up  and  if  financial  institutions  are  backing  away  from 
financing  homes  because  of  the  cost — and  there  is  some  indication  of 
that — then  we  think  there  is  special  need  to  protect  that  market  and 
where  the  market  can  make  the  case,  we  think  they  should  be  protected. 
We  do  not  want  to  see  creditors  withdraw  from  the  market  to  the  detri- 
ment of  the  consumer.  That  is  not  our  objective  at  all. 

Senator  Burdick.  I  think  there  is  going  to  be  some  withdrawal  in 
the  personal  property  area  too. 
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Mr.  Hesse.  I  think  there  may  be  some  also.  The  question  is  whether  it 
will  be  so  substantial  as  to  reap  the  evils  that  we  fear,  but  we  stress 
very  strongly  that  it  is  necessary  for  the  administrator  or  the  bank- 
ruptcy court,  or  however  the  forum  is  finally  structured,  to  have  the 
power  in  that  process  to  deal  with  the  real  property  interests  in  a 
substantial  way.  Tlie  present  bills  do  not  provide  for  it.  Tlie  present 
bills  do  not  allow  it.  The  Commission  bill  in  particidar  expressly 
states  that  the  bankruptcy  court  cannot  modify  the  time  or  amount  of 
payments. 

That  simply  does  not  make  sense.  It  seems  to  me  as  long  as  the  value 
of  the  secured  interest  is  protected,  and  it  seems  to  me  there  ought  to 
be  a  power  in  the  administrator,  whoever  that  may  be,  whichever  pro- 
posal it  may  be,  to  declare  a  moratorium,  again,  with  the  objective 
being  to  rehabilitate  the  debtor. 

Senator  Bukduk.  There  is  a  wide  difference  between  delaying  a  fore- 
closure and  removing  the  security  entirely.  There  is  a  wide  difference. 
Mr.  Hesse.  1  believe  there  is  no  question  about  it.  In  the  fallback 
position,  if  the  data  supports  the  market  at  the  very  least,  there  ought 
to  be  the  power  to  declare  a  moratorium.  That  is  not  now  present  in 
either  of  the  bills  before  you,  and  it  ought  to  be  there. 

Senator  Burdick.  Under  your  proposal  of  the  flexible  scheme  of 
exemptions,  could  the  result  be  that  every  separate  administrative  unit 
or  court  jurisdiction  would  set  different  standards?  Is  that  possible? 
Mr.  Hesse.  The  standards  would  be  set,  under  our  proposal,  by  the 
bankruptcy  administration  on  a  regional  or  local  basis ;  the  local  court 
or  the  local  administrator  would  not  set  the  standards,  he  would  im- 
plement them.  The  bankruptcy  administration,  under  our  proposal, 
would  set  the  standards  by  establishing  the  guidelines.  Obviously,  there 
may  be  a  better  way  to  do  it,  but  we  did  not  envision  that  the  local 
bankruptcy  office  would  engage  in  trying  to  set  the  standards.  They 
may  very  well  provide  data  to  the  bankruptcy  administration  for  pur- 
poses of  setting  those  guidelines,  but  we  did  not  envision  the  local  bank- 
ruptcy administration  or  court  would  set  the  guidelines  themselves. 
They  would  simply  implement  them  as  establislied. 

In  other  words,  we  are  su' >stituting  for  what  is  presently  in  the  two 
proposals.  You  have  a  statutory  exempt  ]:)roperty  scheme.  We  are  sug- 
gesting that  the  statute  ouaht  to  set  out  a  procedure  and  the  bank- 
ruptcy administration  ought  to  come  up  witli  these  schedules.  The 
operation  of  the  local  bankruptcy  administrator  and  the  local  court 
could  simply  substitute  the  guidelines  and  the  procedure  for  that 
which  is  in  the  statute.  That  is  our  proposal.  We  simply  had  no 
thought  that  there  would  be  sufficient  resources  at  the  local  level  to 
get  into  that  ((uestion  of  setting  guidelines.  What  we  are  looking  for 
is  the  most  efficient  and  effective  way  to  reach  the  objective  of  tailor- 
making  the  exemptions  for  the  particular  debtor.  If  that  can  be  done 
at  the  local  level ;  we  liaA^e  no  objection. 

Senator  Bitrdick.  On  your  theory,  of  course,  the  guidelines  to  be 
established  on  a  national  basis,  and  they  would  be  transmitted,  I  pre- 
sume, to  the  various  bankruptcy  judges  throughout  the  country,  but, 
like  all  standards,  they  have  to  be  interpreted  in  the  local  courts,  and 
you  could  very  well  have  a  difference  of  interpretation  throughout  the 
whole  country  on  what  the  local  standards  would  be. 

Mr.  Hesse.  I  think  the  range  of  discretion  is  already  there.  I  do  not 
think  any  proposal  will  work  that  out,  but  I  think  that  the  guidelines 
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and  the  i^rocediiie  can  be  drafted  in  such  a  ^Yay  that  that  would  not  be 
jDresent.  I  tliink  the  problem  you  are  suggesting  is  also  there  in  both 
bills  to  the  extent  tliat  it  requires  interpretation  of  what  falls  within 
that  category  and  what  does  not. 

The  local  courts  may  very  well  dift'er.  How  will  that  be  ironed  out? 
It  will  be  ironed  out  eventually  by  creditor  protesting  or  debtor 


contesting. 

Senator  Burdick.  We  would  not  have  that  problem  if  we  followed 
some  of  the  recommendations  that  have  been  made  here,  by  having  a 
uniform  amount  to  apply  across  the  country  nationally.  There  is  no 
question  then.  You  just  apply  it  and  that  is  it, 

Mr.  Hesse.  There  is  also  no  question  that  that  does  not  do  what  the 
exempt  property  as  the  concept  is  intended  to  do,  and  that  is  alford  each 
debtor  the  kind  of  relief  they  should  have.  So,  I  think  it  is  a  trade-off. 
If  uniformity  is  so  desirable,  then  I  suppose  that  is  a  direction  you 
want  to  go. 

We  disagree.  We  do  not  think  uniformity  is  that  desirable,  and  we  do 
not  think  it  is  consistent  with  why  you  have  an  exempt  property  law 
in  the  first  place ;  particularly  that  is  so  when,  as  I  have  said  before,  the 
debtors  simply  live  under  different  conditions,  with  different  needs. 
Therefore,  uniformity  is  counterproductive,  rather  than  productive  to 
the  end. 

Obviously,  the  easiest  administrative  situation  you  can  have  is  one 
where  there  is  nothing  for  anybody  to  decide,  but  you  just  match  up 
the  numbers.  But,  we  submit  that  we  know  of  no  way  to  do  that  and 
still  serve  the  basic  function  that  exempt  property  is  intended  to 
achieve,  that  is  to  assure  the  rehabilitation  of  the  debtor  and  to  assure 
humane  treatment. 

Senator  Burdick.  Well,  we  have  had  an  interesting  morning.  I  will 
say  that  you  have  some  original  ideas.  The  committee  will  certainly 
have  them  under  consideration.  Thank  you  for  your  contribution, 

Mr.  Hesse.  Thank  you,  Senator. 

Senator  Burdick.  We  will  recess  until  April  29. 

[Whereupon,  at  11 :20  a.m.,  the  subcommittee  adjourned  to  recon- 
vene on  April  29, 1975.] 
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